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Preface 


The  twentieth  century  has  brought  individuals  the  benefits  of  many  new  savings, 
credit,  insurance,  and  investment  options.  Now  more  than  ever,  making  sound 
financial  decisions  is  exceedingly  complex,  even  when  compared  with  just  15  or 
20  years  ago.  A  solid  understanding  of  the  concepts  and  principles  of  personal 
finance  is  vital.  Personal  Finance,  Sixth  Edition,  provides  a  comprehensive  exami- 
nation of  these  principles  and  offers  solid  strategies  for  successful  management 
and  planning.  This  edition  has  been  thoroughly  revised  to  reflect  the  most  recent 
changes  in  our  economic  environment  and  describes  the  most  up-to-date  options 
available  for  readers  as  we  transition  into  the  next  century.  The  new 
Garman/Forgue  Personal  Finance  Web  site,  for  example,  offers  exercises  and  expe- 
riences that  parallel  the  text  and  offer  the  industry's  best  opportunities  for  learn- 
ing on  the  Internet. 

For  a  person  to  achieve  financial  success,  he  or  she  must  plan,  analyze,  and 
control  financial  resources.  This  involves  developing  the  knowledge  and  skills 
necessary  to  take  advantage  of  favorable  financial  opportunities,  resolve  personal 
financial  problems,  achieve  self-satisfaction,  and  strive  toward  financial  security. 
This  book  is  not  about  "headlines"  and  "highlights." 

Competence  and  confidence  are  the  two  broad  goals  that  underlay  our  efforts 
in  writing  Personal  Finance.  To  develop  competence  in  personal  finance,  the 
reader  needs  a  text  wide  in  scope.  We  have  worked  to  make  Personal  Finance  the 
most  comprehensive  and  thorough  textbook  available.  To  help  the  reader 
become  a  lifelong  skillful  manager  of  personal  finances,  we  take  a  how-to 
approach,  explaining,  for  example,  how  to  manage  cash,  determine  personal 
credit  limits,  reduce  income  taxes,  buy  a  car,  calculate  an  affordable  home  mort- 
gage loan,  select  an  insurance  agent,  project  life  insurance  needs,  choose  a  life 
insurance  policy,  select  a  stockbroker,  compare  mutual  fund  investments,  and 
project  the  anticipated  return  on  an  investment.  We  outline  step-by-step  proce- 
dures for  the  more  complex  financial  activities,  such  as  developing  a  total  per- 
sonal financial  plan,  planning  and  reconciling  a  12-month  budget,  calculating 
personal  income  taxes,  determining  how  much  life  insurance  is  needed,  and  fig- 
uring how  much  money  will  be  needed  for  retirement. 

To  develop  confidence  in  the  area  of  personal  finance,  the  reader  needs  to  be 
led  through,  not  simply  to,  the  material.  We  aim  to  acquaint  the  reader  with  the 
subject  matter  logically  and  to  offer  no  surprises.  For  students  in  personal  finance 
with  little  background  in  finance,  economics,  or  mathematics,  our  text  offers 
clear  explanations  and  instructions.  Numerical  examples  are  always  explained 
parenthetically,  and  the  benefits  and  costs  of  different  personal  finance  decisions 
are  examined  closely.  Key  words  and  concepts — which  are  printed  in  boldface 
type — are  clearly  and  completely  defined  when  they  first  occur  and  often  again 
in  later  chapters.  Instructors  who  assign  chapters  out  of  sequence  will  find  this 
feature  particularly  convenient. 
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More  than  130  tables,  charts,  and  illustrations  support  the  text,  including 
facsimiles  of  forms  that  are  used  in  personal  finance,  such  as  checks  and  up-to- 
date  income  tax  tables.  Beginning-  and  end-of-chapter  pedagogical  materials  are 
all  designed  to  develop  the  reader's  confidence  in  the  area  of  personal  finance. 

As  an  aside,  the  Houghton  Mifflin  Company  is  pleased  to  report  that  Personal 
Finance  is  the  required  text  for  the  first  of  a  two-part  examination  process  for  the 
certification  program,  Accredited  Financial  Counselor,  sponsored  by  the  Associ- 
ation for  Financial  Counseling  and  Planning  Education.* 


Major  Changes  in  the  Sixth  Edition 


We  have  thoroughly  enjoyed  the  challenge  of  updating  and  revising  Personal 
Finance.  It  is  popular  with  students  because  of  the  informal  writing  style  and 
with  instructors  because  it  is  so  readable  that  students  come  to  class  prepared. 
We  have  again  aimed  to  keep  the  narrative  conversational  and  yet  clear  and  con- 
cise. Responding  to  the  comments  and  suggestions  of  both  users  and  nonusers, 
we  have  added  more  topics,  reorganized  chapters  for  a  better  flow,  highlighted 
important  topics  in  special  boxed  features,  updated  and  expanded  use  of  Inter- 
net Web  site  exercises,  and  updated  all  tables  and  figures,  as  well  as  improved  the 
overall  pedagogy. 

The  new  Personal  Finance  course  links  the  Web  site  that  accompanies  this 
text  and  brings  our  package  into  full  interface  with  the  Internet.  Developed  in 
tandem  with  Courseworks  Publishing,  Inc.,  the  Courselinks  site  provides  both 
students  and  instructors  with  a  wealth  of  supplemental  materials  to  enhance 
learning  and  aid  in  course  management.  Included  among  the  features  of  the 
Courselinks  site  are 

•  PowerPoint  Chapter  Outlines  for  instructor  use  as  class  notes. 

•  Regularly  updated  lists  of  supplemental  Web  sites  for  additional  reading  and 
enhancement  of  understanding  the  world  of  personal  finance. 

•  Many  of  the  applied  mathematics  problems  from  the  text  with  links  to  the 
appropriate  calculator  or  worksheet  to  be  used  to  answer  the  problem. 

•  Each  of  the  Exploring  the  World  Wide  Web  exercises  from  the  text  with  links 
to  the  appropriate  external  Web  site  for  completing  the  exercise. 

•  Multiple-choice  quizzes  that  are  instantly  graded  to  provide  feedback  to  stu- 
dents on  their  mastery  of  personal  finance  concepts. 

•  Sites  for  students  and  instructors  to  share  insights,  questions,  and  informa- 
tion with  fellow  students  and  faculty. 

•  Many  of  the  formulas  and  worksheets  from  the  text  plus  present  and  future 
value  calculators  for  doing  all  of  the  mathematical  computations  illustrated 
in  the  text. 

For  more  information,  contact  Accredited  Financial  Counselor  Program,  The  Association  for 
Financial  Counseling  and  Planning  Education,  6099  Riverside  Drive,  Suite  100,  Dublin,  OH 
43017;  telephone  (614)  798-4107;  fax  (614)  798-6560;  e-mail:  request@afcpe.org;  Internet: 
www.afcpe.org. 
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Topical  Treatment 

To  keep  pace  with  changes  in  the  financial  services  industry  and  to  provide  a 
complete  perspective  on  personal  finance,  we  have  added  a  number  of  current 
topics,  such  as 

The  effect  of  work  decisions  on  success  in  personal  finance 

Flexible  spending  accounts  that  offer  tax  sheltering 

Hope  scholarship  and  lifetime  earning  credits 

Maximization  of  the  benefits  from  a  tax-sheltered  retirement  account 

The  relationship  between  financial  planning  and  budgeting 

Smart  card  and  stored-value  cards 

How  much  to  save 

Prioritization  of  wants 

New  vehicle  leasing  regulations 

Evaluation  of  your  decisions  as  a  guide  for  future  purchasing  behavior 

Second  mortgage  loans 

Price-to-Sales  ratio 

Inflation-indexed  savings  bonds 

The  Roth  IRA 

Cash-balance  pension  plans 

Strategies  to  legally  avoid  overpayment  of  income  taxes 

Survivorship  life  insurance 

New  alternative  mortgage  loans 

The  proper  forms  of  asset  ownership  (discussed  in  all  appropriate  chapters) 

Disability  income  insurance 

Bond  premiums  and  discounts 

How  a  sideline  business  can  reduce  income  taxes 

We  have  also  expanded  coverage  on  more  than  40  topics,  including 

•  Financial  tasks  and  challenges  of  divorced  and  remarried  persons 

•  Advice  on  how  to  get  out  of  debt 

•  Managing  educational  loan  debts 

•  Resolving  the  dilemma  of  long-term  health  care 

•  Maintaining  health  care  coverage  when  changing  jobs 

•  Hidden  hazards  of  decreasing  premium  life  insurance 

•  The  tax-planning  principles  of  estate  planning 
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Organization 


We  have  retained  the  successful  format  of  the  fifth  edition,  with  some  improve- 
ments: 

•  Chapter  1,  "The  Importance  of  Personal  Finance,"  has  been  strengthened  by 
the  addition  of  a  new  section  on  "How  Work  Decisions  Affect  Success  in  Per- 
sonal Finance,"  based  on  material  that  was  formerly  in  a  separate  chapter  on 
careers. 

•  The  "Managing  Taxes"  and  "Estate  Planning"  chapters  have  been  revised  to 
emphasize  all  the  tax-planning  principles  of  estate  planning. 


Boxed  Features 

"Tax  Considerations  and  Consequences,"  a  boxed  feature  in  every  chapter, 
focuses  on  the  key  tax  aspects  of  the  subject  at  hand.  Other  boxed  features  pro- 
vide basic  personal  financial  advice  or  knowledge.  "How  to  .  .  ."  boxes  offer  con- 
crete information  on  how  to  carry  out  a  specific  financial  task,  whereas  "Did  You 
Know?"  and  "What  if  .  .  ."  boxes  relay  interesting  anecdotes  and  information 
intended  to  increase  the  reader's  overall  knowledge. 

There  are  more  than  100  boxed  inserts,  including  new  ones  on 

How  to  Search  for  Investments  on  the  Internet 

Did  You  Know?  Buying  a  Home  Can  Reduce  Income  Taxes  Because  Interest 
and  Real  Estate  Taxes  Are  Tax-Deductible 

How  to  Calculate  Taxable  and  Tax-Exempt  Yields 

How  to  Keep  Your  Money  Safe 

How  to  Discuss  Personal  Finances 

Did  You  Know?  You  Can  Do  Banking  from  Home 

How  to  Manage  if  You  Become  Overindebted 

Did  You  Know?  About  Direct-Investment  Plans  and  DRIPs 

Did  You  Know?  How  Most  Investors  Select  Stocks 

Did  You  Know?  That  Zero-Coupon  Bonds  Pay  No  Annual  Interest 

How  to  Get  at  Your  Qualified  Retirement  Funds  Early 

How  to  Use  Advance  Directives 

How  to  Investigate  a  Brokerage  Firm  and  Its  Sales  Representatives 


Decision-Making  Worksheets 

New  decision-making  worksheets  designed  to  help  students  solve  personal 
finance  problems  by  following  a  step-by-step  procedure  include 

•  Should  You  Buy  or  Rent  (Based  on  Costs  for  the  First  Year)? 

•  Estimating  Retirement  Needs  in  Today's  Dollars 
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Tables  and  Figures 

We  have  updated  all  tables  and  figures  and  added  several  new  ones,  including 

•  Rule  of  72 

•  Budgets  and  Financial  Statements 

•  Classifying  Annuities 

•  The  Value  of  Tax-Sheltered  Contributions 

Internet  Addresses 

Every  chapter  offers  Internet  addresses  for  businesses,  nonprofit  organizations, 
and  government  agencies  useful  to  the  student  of  personal  finance.  Web  sites  are 
indexed  for  convenience. 

End-of-Chapter Pedagogy 

The  end-of-chapter  pedagogy  has  been  revised  to  give  more  specific  direction  for 
a  serious  study  of  personal  finance. 

•  Financial  Math  Questions  are  collectively  designed  to  review  every  key  math 
concept  in  personal  finance. 

•  The  new  Exploring  the  World  Wide  Web  of  Personal  Finance  exercises  let  stu- 
dents and  faculty  apply  chapter  concepts  using  calculators  and  the  vast 
resources  of  the  Internet. 

•  Money  Matters:  Life-Cycle  Cases  can  be  used  intermittently  or  in  a  logical 
series.  We've  included  the  popular  Harry  and  Belinda  Johnson  case  study  of 
a  young  family  from  previous  editions  as  well  as  a  case  study  that  follows  the 
Hernandez  family  from  midlife  into  retirement. 


verview  of  the  Sixth  Editioi 

The  contents  have  been  arranged  so  that  as  each  new  topic  is  introduced,  it  is 
fully  explained  and  its  fundamentals  are  thoroughly  examined  before  com- 
mencing further  study.  For  example,  Chapter  13,  "Investment  Fundamentals 
and  Portfolio  Management,"  precedes  chapters  on  specific  types  of  investments. 
In  addition,  not  only  does  each  chapter  follow  an  overall  logical  sequence  but 
each  is  also  a  complete  entity.  Thus,  the  chapters  can  be  rearranged  to  follow  any 
instructor's  developmental  sequence  without  losing  students'  comprehension. 

Part  1  provides  an  introduction  to  financial  planning.  Chapter  1  discusses 
what  will  be  gained  from  the  study  of  personal  finance,  describes  the  goals  of 
financial  planning,  and  helps  the  reader  understand  the  economic  environ- 
ment so  he  or  she  can  succeed  financially  by  forecasting  the  state  of  the  econ- 
omy and  understanding  how  work  decisions  affect  success  in  personal  finance. 
In  Chapter  2,  we  explain  how  to  plan  financially  over  one's  lifetime,  and  we 
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review  the  types  of  financial  records  and  statements  that  are  pertinent  to  suc- 
cess in  effective  personal  financial  management,  such  as  tax  records  and  docu- 
ments, balance  sheets,  and  income  and  expense  statements.  In  Chapter  3,  we 
take  the  student  through  all  phases  of  personal  income  taxation — especially 
how  to  legally  avoid  taxes — and  we  give  advice  on  how  to  successfully  win  an 
audit  with  the  IRS.  "Managing  Taxes"  offers  sufficient  detail  to  enable  a  reader 
to  adequately  and  accurately  fill  out  an  income  tax  form.  Expanded  coverage 
illustrates  the  13  principles  of  effectively  reducing  tax  liability. 

Part  2,  comprising  six  chapters,  discusses  the  specifics  of  managing  expendi- 
tures. Chapter  4  takes  a  cash-flow  approach  to  the  subject  of  budgeting.  It  pro- 
vides basic  information  about  money  and  then  illustrates  a  complete  financial 
plan  before  examining  the  specifics  of  budgeting  and  cash-flow  management 
(goal  setting,  organizing,  decision  making,  implementing,  controlling,  and  eval- 
uating). Chapter  5  examines  the  new  concept  of  cash  management,  which 
involves  making  effective  use  of  today's  changing  financial  services  industry  to 
earn  maximum  interest  on  all  one's  money.  Chapter  6  discusses  credit  use  and 
credit  cards,  including  new  legal  protections  that  are  available,  and  Chapter  7 
treats  the  subjects  of  the  planned  use  of  credit,  non-credit-card  borrowing,  and 
what  happens  should  one  become  overextended  using  credit.  We  cover  auto- 
mobiles and  other  major  expenditures  in  Chapter  8,  discussing  several  ways  to 
save  money  when  purchasing  goods  and  services,  detailing  the  several  steps  in 
the  planned  buying  process,  with  emphasis  on  automobile  purchases,  and  show- 
ing how  to  compare  leasing  with  financing.  Chapter  9  focuses  on  the  housing 
expenditure,  covering  all  aspects  in  the  home-buying  process,  including  new 
methods  of  financing,  as  well  as  renting  (especially  because  renting  is  sometimes 
the  wiser  choice),  and  we  provide  information  on  both  refinancing  and  selling  a 
home. 

Part  3  emphasizes  income  and  asset  protection.  Chapter  10  thoroughly 
explains  the  concepts  fundamental  to  understanding  risk  management,  insur- 
ance, and  how  to  purchase  coverage.  It  emphasizes  automobile  and  home- 
related  property  and  liability  coverage.  Chapter  11  takes  a  new  approach  to 
health  care  planning  that  recognizes  that  most  people's  health  insurance  is  really 
a  health  care  plan;  thus  we  have  strengthened  coverage  on  health  maintenance 
organizations,  preferred  provider  organizations,  and  managed  care  systems. 
Chapter  12  covers  all  the  key  concepts  in  term  and  cash-value  life  insurance, 
including  single-premium  life  insurance  and  universal  life  insurance. 

Part  4  contains  five  separate  chapters  on  investment  fundamentals  and  port- 
folio management,  stocks  and  bonds,  mutual  funds,  buying  and  selling  securi- 
ties, and  real  estate  and  advanced  portfolio  management.  Because  the  topic  of 
investments  is  too  complex  to  treat  superficially,  this  chapter-by-chapter  break- 
down offers  instructors  more  flexibility  in  deciding  which  topics  to  teach. 
Importantly,  Chapter  13  is  a  comprehensive  study  of  investment  fundamentals 
for  those  instructors  who  have  time  to  teach  only  one  chapter  from  Part  4.  In 
each  chapter,  we  provide  enough  detail  for  the  reader  to  decide  which  invest- 
ment alternatives  are  most  suitable.  We  also  offer  specific  guidelines  on  when 
each  investment  should  be  sold. 

Part  5  concludes  the  text  with  two  valuable  chapters  on  financial  planning 
for  the  future.  Chapter  18  examines  how  to  develop  and  implement  a  plan  for  a 
secure  retirement,  and  Chapter  19  reviews  the  tax-planning  principles  of  estate 
planning,  with  coverage  on  wills  and  trusts. 
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Students  will  find  the  four  appendixes  in  Personal  Finance  useful  beyond  the 
course.  Appendix  A  has  more  than  two  dozen  key  illustrations  on  how  to  use  the 
present  and  future  value  tables.  Appendix  B  permits  students  to  accurately  esti- 
mate Social  Security  benefits:  retirement,  survivor's,  and  disability.  Appendix  C 
explores  careers  in  personal  financial  planning  and  counseling.  Appendix  D 
offers  a  concise  explanation  on  using  a  financial  calculator  for  personal  finance 
decision  making.  The  Glossary  defines  all  key  terms  listed  at  the  end  of  each 
chapter. 


Supplements 


These  supplements  are  available  with  Personal  Finance,  Sixth  Edition: 

•  Instructor's  Resource  Manual  with  Test  Bank 

•  Study  Guide  (with  three  sets  of  sample  test  questions) 

•  A  computerized  Test  Bank 

•  Over  70  Color  Transparencies 

•  PowerPoint  Slides 

•  Garman/Forgue  Personal  Finance  Web  site 

The  Instructor's  Resource  Manual  with  Test  Bank,  written  by  Professor  Linda 
Gorham  of  Northeastern  University  and  Berklee  College  of  Music,  has  six  com- 
ponents: suggested  course  outlines  to  emphasize  a  general,  insurance,  or  invest- 
ments approach  to  personal  finance;  detailed  outlines  for  each  chapter;  outside 
research  projects  and  class  assignments;  and  answers  and  solutions  to  all  end-of- 
chapter  questions  and  problems.  The  manual  also  includes  a  test  bank  of  more 
than  2200  questions,  with  the  correct  answers  identified  as  well  as  textbook 
pages  on  which  the  responses  can  be  found.  Nearly  130  transparency  masters  are 
included  that  illustrate  almost  all  text  tables  and  figures  as  well  as  many  boxed 
features  and  formulas. 

A  completely  revised  Study  Guide,  written  by  the  authors,  requires  students  to 
define  20  important  terms  from  each  chapter  and  provides  three  sets  of  sample 
examinations  for  each  chapter.  Each  exam  consists  of  true-false,  matching,  mul- 
tiple-choice, and  completion  questions,  plus  some  applied  math  problems.  Cor- 
rect answers  are  provided  at  the  back  of  the  Study  Guide  chapters. 

A  computerized  version  of  the  Test  Bank  in  the  Instructor's  Manual  with  Test 
Bank  is  also  available  to  instructors.  The  new  program  is  very  user-friendly  and 
permits  editing  of  test  questions. 

Color  Transparencies  are  available  to  adopters  of  50  copies  or  more  of  Personal 
Finance.  These  transparencies — which  include  selected  tables,  figures,  formulas, 
and  boxed  features  from  the  text — illustrate  the  most  commonly  taught  con- 
cepts in  personal  finance. 

PowerPoint  Slides  are  a  new  supplement  for  this  edition.  Dr.  Susan  Jenkins  and 
Janiel  Nelson  of  Idaho  State  University  have  created  over  450  slides  that  outline 
the  text  and  include  a  selection  of  the  text  art.  These  slides  are  a  valuable  asset 
for  use  in  the  classroom,  both  as  presentations  and  as  PowerPoint  Chapter  Out- 
lines for  instructor  use  as  class  notes. 

The  new  Courselinks  Personal  Finance  Web  site  includes  downloadable  Power- 
Point slides,  links  to  the  sites  required  to  work  through  the  World  Wide  Web 
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exercises,  links  to  additional  web  resources,  self-testing  quizzes  that  are  instantly 
graded,  and  online  access  to  formulas  and  worksheets.  The  new  Garman/Forgue 
Personal  Finance  Web  site  enhances  and  extends  the  scope  of  the  text. 
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The  Importance 
of  Personal  Finance 


1 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to 


U    Discuss  what  you  will 
gain  from  the  study  of 
personal  finance. 


Ji    Describe  five  lifetime 
financial  objectives  of  most 
people. 


J    Understand  the 
economic  environment  of 
personal  finance  so  you  can 
forecast  the  state  of  the 
economy,  inflation,  and 
interest  rates. 


D 


Explain  fundamental 
economic  considerations 
that  affect  decision  making 
in  personal  finance. 


BJ    List  objectives  and  steps 
to  achieving  your  personal 
financial  objectives. 


0 


Recognize  how  decisions 
at  work  affect  success  in 
personal  finance. 


Whether  you  are  20,  31,  or  58  years  old,  you  are  fortunate  to  be  reading  this 
book  because  few  people  have  the  opportunity  to  study  personal  finance 
formally.  Most  Americans  spend  12  to  16  years  in  school  to  become  capa- 
ble of  earning  an  income,  but  they  probably  have  never  taken  a  course  on  how 
to  manage  that  income.  For  some  people,  making  money  may  seem  easier  than 
managing  money. 

Financial  literacy  refers  to  knowing  the  facts  and  vocabulary  necessary  to 
manage  one's  personal  finances  successfully.  This  ability  is  not  widespread 
among  Americans.  Obstacles  to  financial  literacy  include  a  lack  of  knowledge 
about  personal  finance,  the  complexities  of  financial  life  today,  being  overbur- 
dened with  too  many  choices  in  financial  decision  making,  and  a  lack  of  time  to 
learn  about  personal  finance.  To  make  matters  worse,  most  workers  today  face 
the  challenges  of  managing  their  own  retirement  funds.  It  is  no  wonder  that 
many  adults  feel  incompetent,  confused,  and  a  little  frightened  about  financial 
matters.  This  concern  may  even  be  expressed  by  successful  business  people 
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because  it  is  one  thing  to  know  how  to  manage  a  company's  finances,  but  quite 
another  thing  to  manage  one's  own  money. 

The  lack  of  financial  literacy  can  result  in  one  falling  prey  to  investment 
scams,  buying  the  wrong  kind  of  life  insurance,  having  excessive  levels  of  con- 
sumer debt,  spending  money  unconsciously  or  frivolously,  and  ultimately  being 
unable  to  reach  financial  objectives. 

The  goal  of  this  book  is  to  educate  you  to  be  able  to  make  the  proper  deci- 
sions to  control  your  personal  financial  destiny  Like  everyone  else,  you  will 
make  mistakes  in  financial  matters.  Studying  this  text  will  help  you  to  make 
fewer  personal  finance  errors  and  will  help  you  to  become  an  effective  and  suc- 
cessful manager  of  your  personal  finances  for  the  rest  of  your  life. 

This  chapter  begins  by  examining  what  you  will  gain  by  studying  personal 
finance  and  by  reviewing  five  lifetime  financial  objectives.  Finding  success  in 
financial  matters  requires  an  understanding  of  the  economic  environment  so 
you  can  be  aware  of  how  the  state  of  the  economy,  inflation,  and  interest  rates 
will  affect  your  financial  goals.  It  is  also  useful  to  recognize  the  fundamental 
economic  considerations  in  financial  decision  making,  including  opportunity 
costs,  marginal  analysis,  income  taxes,  and  the  time  value  of  money.  Following 
an  overview  of  the  objectives  and  key  steps  to  achieving  your  personal  financial 
objectives,  we  examine  how  decisions  at  work  can  affect  success  in  personal 
finance. 


Why  Study  Personal  Finance? 


U    Discuss  what  you  will 
gain  from  the  study  of 
personal  finance. 


You  probably  recognize  that  life  sometimes  can  be  difficult  and  that  it  will 
become  even  more  involved  as  you  grow  older.  You  will  make  many  complex 
decisions — some  related  to  your  education,  your  career,  and  your  personal 
lifestyle,  and  many  that  affect  your  financial  success.  Although  the  decision- 
making process  may  be  accompanied  by  some  anxious  and  uncomfortable 
moments,  you  will  become  prepared  to  choose  more  wisely  as  you  gain  experi- 
ence and  education. 

Many  people  do  not  learn  about  financial  matters  until  they  become  mired 
in  financial  problems — they  "learn  from  bad  experience."  Studying  personal 
finance  now  will  help  you  avoid  such  difficulties  and  show  you  how  to  take 
advantage  of  financial  opportunities.  Personal  finance  is  the  study  of  personal 
and  family  resources  considered  important  in  achieving  financial  success;  thus, 
it  involves  how  people  spend,  save,  protect,  and  invest  their  financial  resources.* 
Topics  typically  include  tax  management,  budgeting,  cash  management,  use  of 
credit  cards,  borrowing,  major  expenditures,  risk  management,  investments, 
retirement  planning,  and  estate  planning. 

A  solid  understanding  of  personal  finance  topics  will  offer  you  a  better 
chance  of  success  in  facing  the  financial  challenges,  responsibilities,  and  oppor- 
tunities of  life.  Such  successes  might  include  paying  minimal  credit  costs,  not 
paying  too  much  in  income  taxes,  purchasing  automobiles  at  low  prices,  financ- 
ing housing  on  excellent  terms,  buying  appropriate  and  fairly  priced  insurance, 


The  reader  is  encouraged  to  use  the  Glossary,  which  includes  hundreds  of  key  terms,  whenever 
needed. 
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selecting  successful  investments  that  match  your  personality,  planning  for  a 
comfortable  retirement,  and  passing  on  your  estate  with  minimal  transfer  costs. 
Closely  associated  with  personal  finance  is  the  topic  of  personal  financial 
planning — the  development  and  implementation  of  coordinated  and  integrated 
long-range  plans  to  achieve  financial  success.  This  book  focuses  on  providing 
you  with  the  "nuts  and  bolts" — knowledge,  skills,  tools,  strategies,  and  tactics — 
necessary  for  you  to  plan  effectively  and  achieve  personal  financial  success. 


Five  Lifetime  Financial  Objectives 


Jk    Describe  five  lifetime 
financial  objectives  of  most 
people. 


Financial  success  is  the  achievement  of  financial  aspirations  that  are  desired, 
planned,  or  attempted.  It  is  defined  by  the  individual  or  family  that  seeks  it.  For 
some  people,  such  success  may  involve  a  financially  secure  retirement.  Others 
may  want  vast  wealth  by  the  age  of  50,  while  still  others  may  desire  enough 
money  to  educate  their  children.  Many  people  simply  want  a  comfortable  life. 

Financial  objectives  are  rarely  achieved  without  restraining  current  con- 
sumption (spending  on  present  needs  and  wants).  This  restraint  is  accomplished 
by  putting  money  into  savings  (income  not  spent  on  current  consumption)  and 
investments  (spending  intended  to  promote  further  income  by  adding  to  the 
stock  of  capital  assets,  such  as  investing  money  in  stocks  and  mutual  funds).  By 
saving  and  investing,  people  are  likely  to  have  funds  available  for  future  con- 
sumption (goods  and  services  expected  to  be  consumed  in  the  future).  Saving 
for  future  consumption  represents  a  good  illustration  of  the  human  desire  to 
achieve  a  certain  standard  of  living.  An  individual  or  group  earnestly  seeks  and 
strives  to  attain,  to  maintain  if  attained,  to  preserve  if  threatened,  and  to  regain 
if  lost  this  plane  or  content  of  living.  At  any  particular  time,  individuals  experi- 
ence their  actual  level  of  living  but  save  and  invest  to  reach  their  desired  stan- 
dard of  living. 

The  lifetime  financial  objectives  that  people  pursue  can  be  categorized  into 
five  groups:  (1)  to  maximize  earnings  and  wealth,  (2)  to  practice  efficient  con- 
sumption, (3)  to  find  life  satisfaction,  (4)  to  reach  financial  security,  and  (5)  to 
accumulate  wealth  for  retirement  and  a  financial  estate  for  heirs.  These  broad 
objectives  are  closely  related,  however;  to  achieve  one,  people  typically  need  to 
achieve  the  others.  The  following  sections  describe  these  objectives. 


Maximizing  Earnings  and  Wealth 

Wealth  is  an  abundance  of  money,  property,  investments,  and  other  resources. 
A  fundamental  truth  of  personal  finance  is  that  you  cannot  build  wealth  unless 
you  spend  less  than  you  earn.  To  attain  the  objective  of  maximizing  wealth,  you 
must  first  seek  to  maximize  earnings.  Whether  you  choose  to  maximize  earnings 
primarily  through  employment  or  through  investments  will  depend  on  your 
tastes,  interests,  and  abilities. 


Practicing  Efficient  Consumption 


We  use  money  for  two  purposes:  consumption  and  savings.  Because  consump- 
spending  (buying  goods  and  services)  uses  up  the  largest  portion  of  income 
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(often  90  percent  or  more),  it  is  important  to  practice  such  spending  efficiently. 
Evidence  of  efficiency  is  provided  by  a  number  of  personal  finance  skills  and 
techniques,  such  as  keeping  sound  financial  records,  preparing  a  functional  bud- 
get, using  credit  and  checking  accounts  inexpensively,  choosing  economical 
insurance  policies,  and  establishing  appropriate  criteria  to  select  investments. 
Failure  to  practice  efficient  consumption  is  often  characterized  by  the  careless 
use  of  money  on  nonessentials,  abuse  of  credit,  and  poor  judgment  on  pur- 
chases. Obtaining  a  10  percent  saving  through  efficient  consumption  is  equiva- 
lent to  a  10  percent  increase  in  income — or  even  more,  because  this  income  is 
not  taxed.  Careful  study  of  currently  unfamiliar  areas  of  consumption  (e.g.,  auto- 
mobiles, television  sets,  VCRs,  compact  discs)  can  help  you  be  a  more  efficient 
shopper  and  make  more  money  available  for  purchase  of  other  products  and  ser- 
vices or  for  saving  or  investment. 

Finding  Life  Satisfaction 

(Some  Aspects  of  Which  Are  Financial) 

What  gives  you  satisfaction  in  life?  Perhaps  it  is  having  enough  savings,  owning 
a  home,  being  free  of  debt,  owning  a  late-model  car,  having  a  job  that  pays  well, 
moving  ahead  in  your  career,  traveling  when  you  want,  owning  a  vacation 
home,  retiring  early,  living  well  in  retirement,  and  being  able  to  leave  an  inher- 
itance. These  examples  suggest  that  money  lies  at  the  root  of  many  intimate  and 
critical  decisions  in  life  relating  to  career,  lifestyle,  family,  and  retirement.  More- 
over, you  may  feel  that  accumulating  many  costly  material  goods  is  one  measure 
of  quality  of  life.  Alternatively,  you  may  appreciate  good  health,  strong  friend- 
ships, a  job  that  you  like,  a  happy  home  life,  giving  your  children  a  good  edu- 
cation, having  enough  free  time,  and  providing  service  to  your  community.  To 
reach  the  life  satisfaction  you  seek — whatever  it  is — you  must  make  decisions 
related  to  your  personal  finances,  such  as  which  career  to  pursue,  what  to  buy, 
how  much  to  save  and  invest,  and  where  to  live.  Financial  success  represents  a 
means  to  a  better  quality  of  life,  whether  you  intend  to  live  well  or  donate  most 
of  your  income  to  charity. 


Reaching  Financial  Security 


Financial  security  is  the  comfortable  feeling  that  your  financial  resources  will 
be  adequate  to  fulfill  any  needs  you  have  as  well  as  most  of  your  wants.  It  allows 
you  to  have  confidence  in  your  money  matters,  perhaps  enjoy  occasional  indul- 
gences, and  remain  largely  free  from  doubt,  anxiety,  or  fear  about  financial  con- 
cerns. Indicators  of  financial  security  can  include  a  steady  income  to  provide  a 
basic  lifestyle,  a  career  with  potential  for  advancement  (or  retirement  from  such 
a  career),  an  adequate  emergency  savings  fund,  a  home  with  an  affordable  mort- 
gage debt,  adequate  insurance  coverage,  investments  in  real  estate  other  than  a 
primary  residence,  a  long-term  investment  program  that  might  include  mutual 
funds  and  corporate  securities,  a  tax-sheltered  retirement  plan,  an  estate  plan, 
and  a  will. 

To  reach  financial  security,  first  you  need  to  set  and  prioritize  your  long-  and 
short-term  goals.  These  goals  will  give  direction  to  your  spending,  saving,  and 
investing.  For  example,  if  you  spend  most  or  all  of  your  earnings  on  basic 
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necessities  plus  recreation  and  entertainment,  you  will  have  little  money  left  for 
the  saving  and  investment  needed  to  reach  financial  security. 


Accumulating  Wealth  for  Retirement  and  an  Estate 

Retirement  is  the  primary  reason  why  many  people  save  money.  A  popular 
objective  is  to  have  a  retirement  income  sufficient  to  live  in  a  style  that  is  con- 
sidered "comfortable."  Another  reason  to  accumulate  wealth  is  to  build  a  finan- 
cial estate  that  can  be  passed  on  to  heirs  after  death. 


Si    Understand  the 
economic  environment  of 
personal  finance  so  you  can 
forecast  the  state  of  the 
economy,  inflation,  and 
interest  rates. 


Understanding  the  Economic  Environment 
of  Personal  Finance 


Your  success  in  personal  finance  partly  depends  on  how  well  you  understand 
and  utilize  information  to  cope  with  the  economic  environment.  Forecasting 
is  predicting,  estimating,  or  calculating  in  advance.  You  should  easily  be  able  to 
forecast  your  income,  income  taxes,  and  living  expenses.  In  addition,  you  need 
to  be  able  to  forecast  the  state  of  the  economy,  inflation,  and  interest  rates  so 
that  you  can  have  advance  warning  of  the  economic  trends  affecting  your  per- 
sonal finances.  While  precise  forecasts  are  impossible,  it  is  important  to  make 
accurate  estimates  of  the  direction  and  strength  of  changes  in  economic  trends. 
Armed  with  thoughtful  insights,  you  can  develop  plans  and  take  actions  that 
reduce  your  risk  of  exposure  to  economic  conditions  beyond  your  control.  Your 
planning  should  involve  the  development  of  a  detailed  scheme,  program,  or 
method  for  accomplishing  a  personal  finance  objective  given  certain  assump- 
tions. 
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The  State  of  the  Economy 

An  economy  is  a  system  of  managing  the  productive  and  employment  resources 
of  a  country,  community,  or  business.  The  U.S.  government,  for  example, 
attempts  to  regulate  the  economy  to  maintain  stable  prices  (low  inflation)  and 
stable  levels  of  low  unemployment.  In  this  way,  the  government  seeks  to  achieve 
sustained  economic  growth,  which  is  a  condition  of  increasing  production  and 
consumption  in  the  economy — and  hence  increasing  national  income. 

Growth  in  the  U.S.  economy  varies  over  time.  A  business  cycle  (also  called 
an  economic  cycle)  is  a  wavelike  pattern  of  economic  activity  that  includes  tem- 
porary phases  that  undulate  from  boom  to  bust:  expansion,  recession  (or  depres- 
sion), and  recovery  (see  Figure  1.1). 

The  preferred  stage  of  the  economic  cycle  is  the  expansion  phase,  where  pro- 
duction is  at  high  capacity,  unemployment  is  low,  retail  sales  are  high,  and  prices 
and  interest  rates  are  low  or  falling.  Under  these  conditions,  consumers  find  it 
easier  to  buy  homes,  cars,  and  expensive  goods  on  credit,  and  businesses  are 
encouraged  to  borrow  to  expand  production  to  meet  the  increased  demand.  The 
stock  market  also  grows  because  investors  expect  greater  profits.  As  the  demand 
for  credit  increases,  short-term  interest  rates  rise  because  more  borrowers  want 


Figure  1.1 
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money.  Consumers  and  businesses  purchase  more  goods,  exerting  upward  pres- 
sure on  prices.  Eventually,  prices  and  interest  rates  climb  high  enough  to  stifle 
consumer  and  business  borrowing,  send  stock  prices  down,  and  choke  off  the 
expansion.  The  result  is  negligible  economic  growth  or  even  a  decline. 

In  such  situations,  the  economy  often  moves  toward  a  recession,  which  is 
generally  described  as  a  decline  in  business  activity  or  a  downturn  in  the  econ- 
omy. More  precisely,  the  federal  government's  Business  Cycle  Dating  Committee 
officially  defines  a  recession  as  "a  recurring  period  of  decline  in  total  output, 
income,  employment  and  trade,  usually  lasting  from  six  months  to  a  year  and 
marked  by  widespread  contractions  in  many  sectors  of  the  economy."  During 
recessions  consumers  typically  become  pessimistic  about  their  future  buying 
plans.  The  typical  U.S.  recession  is  marked  by  an  average  economic  decline  of  2.1 
percent  that  lasts  for  ten  months  with  an  average  unemployment  rate  of  7.8  per- 
cent; the  economic  decline  during  1990-1991,  for  example,  was  1.5  percent, 
while  unemployment  reached  7.7  percent. 

A  depression  is  a  severe  downward  phase  of  the  economic  cycle  where 
unemployment  is  very  high  (perhaps  20  percent),  prices  are  very  low,  the  level 
of  living  decreases  sharply,  and  economic  activity  virtually  ceases.  Depressions 
no  longer  occur  in  the  U.S.  economy  because  of  the  existence  of  so  many  social 
and  economic  safety-net  programs,  such  as  insured  bank  deposits,  unemploy- 
ment benefits,  and  Social  Security.  (The  last  depression  occurred  during  the 
1930s  and  into  the  early  1940s.)  Instead,  the  U.S.  economy  now  occasionally 
experiences  prolonged  periods  of  "low  economic  growth"  (below  2.0  percent). 

Eventually  the  economic  slowdown  ends,  and  consumers  and  businesses 
become  more  optimistic.  The  economy  then  moves  into  the  recovery  phase, 
where  levels  of  production,  employment,  and  retail  sales  begin  to  improve  (usu- 
ally rapidly),  allowing  the  overall  economy  to  experience  some  growth  from  its 
previously  weakened  state.  To  complete  the  business  cycle,  the  economy  moves 
from  the  recovery  phase  into  an  expansion  phase.  The  entire  business  cycle  nor- 
mally takes  four  to  five  years. 

Tracking  at  least  two  statistics  may  help  you  understand  the  direction  of 
the  economy:  the  nation's  gross  domestic  product  and  the  index  of  leading 
economic  indicators.  Gross  domestic  product  (GDP)  is  the  value  of  all  goods 
and  services  produced  by  workers  and  capital  located  in  the  United  States, 
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regardless  of  ownership.  It  provides  the  broadest  measure  of  the  economic 
health  of  the  nation  because  it  reports  how  much  economic  activity  has 
occurred  within  the  U.S.  borders.  The  government  regularly  announces  the 
annual  rate  at  which  the  GDP  has  grown  during  the  previous  three  months.  An 
annual  rate  of  less  than  2  percent  is  considered  low  growth;  4  percent  or  more 
is  considered  vigorous  growth. 

The  index  of  leading  economic  indicators  (LEI)  is  a  composite  index, 
reported  monthly  as  a  percentage  by  the  federal  government,  that  suggests  the 
future  direction  of  the  U.S.  economy.  The  LEI  averages  1 1  components  of  growth 
from  different  segments  of  the  economy  such  as  new  orders  for  consumer  goods 
and  materials,  new  business  formation,  new  private  housing  starts,  average 
weekly  claims  for  initial  unemployment  insurance,  and  growth  of  money  sup- 
ply. Taken  together,  these  measures  generally  offer  a  relatively  reliable  prediction 
about  future  directions  in  the  economy  A  falling  index  for  three  or  more  con- 
secutive months  has  been  associated  with  slower  economic  growth  in  the 
months  ahead;  in  contrast,  three  or  more  monthly  increases  suggest  robust  eco- 
nomic growth  in  the  future. 

To  make  sound  financial  decisions,  you  need  to  know  the  current  state  of  the 
economy  and  where  it  is  headed  in  the  next  few  years.  For  example,  when  the 
economy  begins  to  show  clear  signs  of  a  slowdown,  it  may  be  a  good  time  to 
invest  in  fixed-interest  securities  because  interest  rates  are  sure  to  fall  as  the  gov- 
ernment lowers  its  own  interest  rates  to  boost  the  economy.  Furthermore,  a 
point  at  which  the  economy  is  in  the  trough  of  a  recession  may  be  an  excellent 
time  to  invest  in  stocks  because  the  economy  will  soon  expand  into  the  recov- 
ery stage. 

Information  on  the  economic  projections  of  government  and  private 
economists  can  be  obtained  in  numerous  periodicals  on  personal  finance 
(such  as  Kiplinger's  Personal  Finance  Magazine,  Worth,  Smart  Money,  and  Money) 
and  business  (such  as  Business  Week  and  Forbes),  as  well  as  in  newsmagazines 
(such  as  U.S.  News  &  World  Report,  Time,  and  Newsweek)  and  daily  newspapers. 
After  considering  their  views,  you  can  make  your  own  projections  and  then 
make  financial  decisions  accordingly. 


The  Impact  of  Inflation 

Inflation  is  a  steady  rise  in  the  general  level  of  prices;  deflation  involves  falling 
prices.  Inflation  is  measured  by  the  changing  cost  over  time  of  a  "market  basket" 
of  goods  and  services  that  a  typical  household  might  purchase.  Inflation  occurs 
when  the  supply  of  money  (or  credit)  rises  faster  than  the  supply  of  goods  and 
services  available  for  purchases.  It  also  may  be  attributed  to  excessive  demand  or 
sharply  increasing  costs  of  production. 

Inflation  can  be  self-perpetuating.  Workers  may  ask  for  higher  wages,  thereby- 
adding  to  the  cost  of  production.  In  response  to  the  increases  in  the  costs  of 
labor  and  raw  materials,  manufacturers  will  charge  more  for  their  products. 
Lenders,  in  turn,  will  require  higher  interest  rates  to  offset  the  lost  purchasing 
power  of  the  loaned  funds.  In  addition,  consumers  will  lessen  their  resistance  to 
price  increases  because  they  fear  even  higher  prices  in  the  future.  In  times  of 
moderate  to  high  inflation,  buying  power  declines  rapidly  and  people  on  fixed 
incomes  suffer  the  most. 
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How  Inflation  Affects  Income  and  Consumption  When  prices  are  rising,  an 
individual's  income  also  must  rise  to  maintain  its  purchasing  power,  which  is  a 
measure  of  the  goods  and  services  that  one's  income  will  buy.  From  an  income 
point  of  view,  inflation  has  a  significant  impact.  Consider  the  case  of  Scott  Mar- 
shall of  Chicago,  a  single  man  who  took  a  job  in  retail  management  three  years 
ago  at  a  salary  of  $32,000  per  year.  Since  that  time,  Scott  has  had  annual  raises 
of  $800,  $900,  and  $1000,  but  he  still  cannot  make  ends  meet  because  of  infla- 
tion. Although  Scott  received  raises,  his  current  income  of  $34,700  ($32,000  + 
$800  +  $900  +  $1000)  did  not  keep  pace  with  an  annual  inflation  rate  of  4.0 
percent  ($32,000  x  1.04  =  $33,280;  $33,280  x  1.04  =  $34,611;  $34,611  x  1.04 
=  $35,996).  If  Scott's  cost  of  living  rose  at  the  same  rate  as  the  general  price  level, 
in  the  third  year  he  would  be  $1296  ($35,996  -  $34,700)  short  of  keeping  up 
with  inflation.  He  would  need  $1296  more  in  the  third  year  to  maintain  the 
same  purchasing  power  that  he  had  in  the  first  year.  Personal  incomes  rarely 
keep  up  in  times  of  high  inflation. 

Your  real  income  (income  measured  in  constant  prices  relative  to  some  base 
time  period)  is  the  more  important  number.  It  reflects  the  actual  buying  power 
of  your  nominal  income  (also  called  money  income)  that  you  have  to  spend  as 
measured  in  current  dollars.  Rising  nominal  income  during  times  of  inflation 
creates  the  illusion  that  you  are  making  more  money,  when  in  reality  you  may 
not  be.  Figure  1.2  illustrates  inflation  rates  of  recent  decades  and  the  half-life  of 
a  dollar  (the  time  required  for  a  dollar  to  lose  half  its  purchasing  power).  If  infla- 
tion in  the  early  years  of  the  twenty-first  century  continues  to  be  low,  the  dollar 
will  maintain  its  purchasing  power  longer. 


Figure  1.2 


Inflation  and  the  Half-Life  of  a  Dollar 
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Source:  Used  by  permission  of  The  Conference  Board,  845  Third  Avenue,  New  York,  NY  10022. 
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To  compare  your  annual  wage  increase  with  the  rate  of  inflation  for  the  same 
time  period,  you  must  first  convert  your  dollar  raise  into  a  percentage,  as  follows: 

Percentage  change      _     /  nominal  income  after  raise     _      \     x    100      (1  1} 
in  personal  income  \    nominal  income  last  year  / 

For  example,  if  Edward  Mazone,  a  single  parent  and  assistant  manager  of  a 
convenience  store  in  Columbia,  Missouri,  received  a  $1600  raise  to  push  his 
$37,000  annual  salary  to  $38,600  after  a  year  during  which  inflation  was  4.0  per- 
cent, he  did  better  than  the  inflation  rate  because  his  raise  amounted  to  4.3  per- 
cent. First,  convert  the  current  dollar  raise  into  a  percentage: 

$38,600 
$37,000 

Then  use  Equation  (1.1)  to  find  the  percentage  change  in  personal  income: 

(1.043  -  1)    x    100   =   4.3% 

Measured  in  real  terms,  Edward's  raise  was  0.3  percent  (4.3  -  4.0).  In  dollars,  his 

real  income  after  the  raise  can  be  calculated  using  Equation  (1.2)  by  dividing  his 

new  nominal  income  by  1.0  plus  the  previous  year's  inflation  rate  (expressed  as 

a  decimal): 

_,     .  .  nominal  income  after  raise  ,„  _. ., 

Real  income    =  ; .         —  (1.2)* 

1.0   +   previous  inflation  rate 

$38'600     =    $37,115 


1  +  0.040 


Clearly,  a  large  part  of  the  $1600  raise  Edward  received  was  eaten  up  by  inflation. 
To  Edward,  only  $115  ($37,115  -  $37,000)  represents  real  economic  progress, 
while  $1485  ($1600  -  $115)  goes  for  inflated  prices  on  goods  and  services.  Note 
that  the  $115  real  raise  is  equivalent  to  0.31  percent  ($115  -  $37,000)  of  his  pre- 
vious income,  reflecting  the  difference  between  Edward's  percentage  raise  in 
nominal  dollars  and  the  inflation  rate. 

The  U.S.  government  measures  inflation  using  the  consumer  price  index 
(CPI),  which  is  a  broad  measure  of  prices,  or  the  cost  of  living  for  consumers. 
The  CPI  is  published  on  a  monthly  basis  by  the  U.S.  Bureau  of  Labor  Statistics 
(BLS).  The  prices  of  more  than  400  goods  and  services  (a  "market  basket")  sold 
across  the  country  are  tracked,  recorded,  weighted  for  importance  in  a  hypo- 
thetical budget,  and  totaled.  The  index  has  a  base  time  period — or  starting  refer- 
ence point — from  which  to  make  comparisons.  If  1986-1988  prices  represent  the 
base  period  of  100  and  the  CPI  is  167  on  January  1,  2000,  the  cost  of  living  has 
risen  67  percent  since  the  base  period  [(167  -  100)  *  100].  Similarly,  if  the  index 
rises  from  167  to  172  on  January  1,  2001,  then  the  cost  of  living  has  increased 
by  3.0  percent  over  the  previous  year  (172  -  167  =  5;  5  *■  167  =  3.0%).  The  for- 
mula for  figuring  the  percentage  increase  in  the  CPI  is  the  second  index  period 
minus  the  first  index  period,  with  the  result  divided  by  the  first  index  period. 

When  prices  rise,  the  purchasing  power  of  the  dollar  declines,  but  not  by  the 
same  percentage.  Instead,  it  falls  the  reciprocal  amount  of  the  price  increase  (the 
counterpart  ratio  quantity  to  produce  unity).  In  the  preceding  example,  prices 

This  equation  can  be  found  on  the  Garman/Forgue  Web  site. 
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rose  67  percent  over  eight  years  while  the  purchasing  power  of  the  dollar 
declined  67  percent  over  the  same  period.  [The  base-year  index  of  100  divided 
by  the  2000  index  of  167  equals  0.6;  the  reciprocal  is  0.4  (1  -  0.6),  or  40  per- 
cent.] Similarly  in  the  preceding  case  in  which  prices  rose  3.0  percent  in  one 
year,  the  purchasing  power  declined  2.9  percent  [167  ^  172  =  0.971;  the  recip- 
rocal is  0.029  (1  -  0.971)]. 

Inflation  pushes  up  the  costs  of  the  products  and  services  we  consume.  If 
automobile  prices  rose  20  percent  over  the  past  five  years,  for  example,  then  it 
will  take  $24,000  now  to  buy  a  car  that  once  sold  for  $20,000.  Conversely,  the 
purchasing  power  of  the  car-buying  dollar  has  fallen  to  83.3  percent  of  its  origi- 
nal power  ($20,000  *  $24,000)  five  years  ago.  Of  course,  if  your  market  basket 
of  goods  and  services  differs  from  that  used  to  calculate  the  CPI,  you  might  have 
a  very  different  personal  inflation  rate  (the  rate  of  increase  in  prices  of  items 
purchased  by  a  person). 

How  Inflation  Affects  Borrowing,  Savings,  and  Investments    interest  is  the 

price  of  money.  Interest  rates  on  various  forms  of  loans  become  higher  during 
times  of  high  inflation.  Lenders  want  more  for  the  money  they  lend  because 
inflation  reduces  the  value  of  the  money  to  be  repaid  in  the  future.  Thus,  they 
will  charge  higher  interest  on  loans.  Savers  can  be  hurt  by  inflation  as  well, 
because  they,  in  effect,  lend  money  to  the  bank  when  they  save.  Savers  make  no 
money  if  the  inflation  rate  is  4  percent  or  higher  when  the  interest  rate  on  their 
savings  accounts  is  4  percent.  In  fact,  they  will  be  worse  off  as  they  must  pay 
income  taxes  on  interest  earnings.  Likewise,  stock  market  investors  will  be  neg- 
atively affected  as  inflation  reduces  the  value  of  future  corporate  earnings.  Basi- 
cally, high  inflation  affects  all  financial  decisions  as  people  attempt  to  avoid  its 
drag  on  buying  power.  In  contrast,  low  inflation  increases  real  investment 
returns  (after  inflation  and  income  taxes)  and  makes  long-term  financial  plan- 
ning, such  as  for  retirement,  much  easier. 

How  You  Can  Estimate  Future  Inflation  Projections  about  future  inflation  rates 
are  made  by  the  U.S.  government's  Office  of  Management  and  Budget  (OMB),  as 
well  as  by  a  number  of  economists  and  private  organizations.  Projections  are 
reported  in  popular  newspapers  and  magazines,  including  the  Wall  Street  Journal, 
Barron's,  Business  Week,  and  Kiplinger's  Personal  Finance  Magazine.  To  make  sound 
financial  decisions  in  the  future,  you  need  to  make  your  own  inflation  estimates, 
both  for  the  near  term  and  for  several  years  to  come. 

Your  views  on  future  inflation  might  be  affected  by  how  successfully  you 
think  that  Congress,  the  president,  and  the  Federal  Reserve  Board  (commonly 
referred  to  as  the  Fed)  will  hold  down  inflation.  The  rate  of  inflation  is  directly 
related  to  policies  of  the  federal  government.  In  addition,  unanticipated  world 
events,  such  as  war,  peace,  and  supply  cutbacks  by  the  oil-producing  countries, 
may  affect  inflation  estimates.  You  should  be  able  to  project  inflation  relatively 
accurately  over  the  near  term,  perhaps  for  the  next  one  or  two  years.  Although 
accurate  long-term  projections  are  more  difficult  to  make,  they  still  must  be 
attempted  because  inflation  will  significantly  affect  many  of  your  financial  deci- 
sions. Be  cautious  in  your  estimates,  however,  perhaps  erring  slightly  on  the 
high  side  to  be  safe. 
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How  You  Can  Estimate  Future  Interest  Rates 

Knowledge  about  interest  rates  gives  you  insight  into  the  true  cost  of  borrowing 
money.  The  degree  of  risk  is  higher  for  longer-term  lending  because  a  greater 
likelihood  of  error  emerges  when  more  time  is  involved.  Thus,  long-term  inter- 
est rates  are  generally  higher  than  short-term  interest  rates. 

You  also  should  know  how  changing  interest  rates  affect  investments.  Rising 
interest  rates  depress  stock  prices  for  three  reasons:  (1)  businesses  must  pay  more 
when  they  borrow,  thereby  reducing  profits;  (2)  future  earnings  will  not  be  worth 
as  much  as  today;  and  (3)  stock  investors  are  lured  away  to  interest-paying  invest- 
ments that  may  pay  higher  rates,  such  as  bonds. 

You  can  forecast  interest  rates  by  focusing  on  changes  in  the  federal  funds 
rate,  which  is  the  rate  banks  charge  one  another  on  overnight  loans.  Because  it 
is  set  by  the  Fed  and  regularly  reported  by  the  news  media,  the  federal  funds  rate 
provides  an  early  indication  of  Fed  policy  and  trends  for  longer-term  interest 
rates. 

Because  interest  rates  and  the  inflation  rate  typically  move  in  the  same  direc- 
tion, your  estimates  of  near-  and  long-term  interest  rates  should  be  consistent 
with  your  estimates  of  inflation.  In  general,  short-term  interest  rates  on  conser- 
vative- and  moderate-risk  investments  are  1  to  3  percent  higher  than  the  infla- 
tion rate,  while  long-term  interest  rates  are  3  to  5  percent  higher. 
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Explain  fundamental 
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Economic  Considerations  That  Affect  Decision  Making 

Your  understanding  of  a  number  of  basic  economic  considerations  will  certainly 
affect  your  financial  success  in  life.  Important  among  these  factors  are  opportu- 
nity costs,  marginal  analysis,  income  taxes,  and  the  time  value  of  money. 


Opportunity  Costs  in  Decision  Making 

The  opportunity  cost  of  a  decision  is  measured  as  the  value  of  the  next  best  alter- 
native that  must  be  foregone.  For  example,  suppose  that  instead  of  reading  this 
book  you  could  have  gone  to  a  movie  or  watched  television,  but  most  of  all  you 
wanted  to  sleep.  Therefore,  the  lost  benefits  of  that  sleep — the  next  best  alterna- 
tive— are  the  opportunity  cost  when  you  choose  to  read.  Knowing  the  opportu- 
nity cost  of  alternatives  aids  decision  making  because  it  indicates  whether  the 
decision  made  is  truly  the  best  option. 

In  personal  finance,  opportunity  cost  reflects  the  best  alternative  of  what  one 
could  have  done  instead  of  choosing  to  spend,  save,  or  invest  money.  For  exam- 
ple, by  deciding  to  purchase  100  shares  of  General  Motors  stock  rather  than 
keeping  the  funds  in  a  savings  account,  you  are  giving  up  the  option  of  using 
the  money  for  a  down  payment  on  a  new  automobile.  Of  course,  if  the  money 
is  not  invested  in  the  stock,  future  dividend  payments  will  be  foregone.  In 
another  example,  you  might  travel  across  town  to  look  at  a  possible  real  estate 
investment  opportunity.  In  this  case,  the  opportunity  cost  encompasses  other 
things  you  could  have  done  with  the  money  you  paid  for  the  costs  to  drive  there 
and  back,  plus  the  time  spent  traveling. 


CHAPTER    1     The  Importance  of  Personal  Finance 


13 


The  Top  Ten  Money  Mistakes 
That  Waylay  Young  People 


Just  about  everyone  who  has  raised  a  family  has 
made  a  number  of  errors  in  personal  finance.  Based 
on  their  sad  experiences  of  not  building  wealth, 
here  are  ten  doozies  to  avoid: 


10 


Failed  to  pay  self  first  by  saving  on  a  regular 
basis. 


9  Took  out  a  five-year  new  car  loan  instead  of 
buying  a  more  affordable  used  automobile,  and 
drove  an  automobile  that  was  always  worth  less 
than  the  amount  owed. 


Bought  life  insurance  years  before  the  birth  of 
the  first  child. 

Did  not  comparison  shop  for  the  best  insurance 
rates. 


6   Used  high-interest  credit  card  debt  instead  of 
paying  the  bills  in  full  each  month  with  sav- 
ings from  the  bank  and  later  replenishing  the  sav- 
ings account. 


5    Did  not  start  investing  for  retirement  early 
enough  and  did  so  too  conservatively. 

4  Overlooked  joining  a  credit  union,  which  pays 
higher  interest  on  savings  and  charges  less  for 
loans. 

3    Purchased  overpriced  credit  life  and  disability 
insurance  as  part  of  a  credit  package  when  tak- 
ing out  a  loan. 

2   Did  not  contribute  to  a  tax-deductible  retire- 
ment plan  with  money  that  otherwise  would 
have  gone  to  the  Internal  Revenue  Service. 

1Tb  avoid  borrowing  the  money,  did  not  finish 
college.  As  financial  columnist  Jane  Bryant 
Quinn  says,  "Money  couldn't  be  better  spent 
because  all  the  best  jobs  of  the  future  will  need 
smarts." 


Opportunity  costs  usually  involve  money  amounts,  quantities  of  time,  and 
certain  psychic  pluses  or  minuses.  Although  these  factors  should  be  considered 
carefully  in  decision  making,  in  reality  opportunity  costs  are  difficult  to  quantify 
because  most  involve  personal  tastes  and  preferences.  While  the  task  is  challeng- 
ing, effective  managers  of  personal  finances  need  to  carefully  calculate  some  of 
the  dollar  costs  and  noneconomic  costs  (such  as  time)  in  their  decision  making. 

A  significant  opportunity-cost  decision  that  some  people  face  involves  the 
alternative  of  returning  to  college  for  a  graduate  degree.  Another  difficult  deci- 
sion might  be  the  opportunity  cost  of  renting  an  apartment  versus  buying  a 
home.  If  these  costs  are  underestimated,  then  decisions  will  be  based  upon  faulty 
information,  and  judgments  may  prove  wrong.  Properly  valuing  the  costs  and 
benefits  of  alternatives  represents  a  key  step  in  rational  decision  making.  The 
mathematics  of  these  two  opportunity  cost  decisions  are  illustrated  later  in  this 
chapter  and  in  Chapter  8. 


Marginal  Analysis  in  Decision  Making 

Utility  is  the  ability  of  a  good  or  service  to  satisfy  a  human  want.  A  key  task  is  to 
determine  how  much  utility  you  will  gain  from  a  particular  decision.  For  exam- 
ple, if  you  decide  to  spend  $40  on  a  ticket  to  a  concert,  you  might  begin  by  think- 
ing about  what  you  might  gain  from  the  expenditure.  Perhaps  you'll  enjoy  a  nice 
evening,  good  music,  and  so  on.  Marginal  utility  is  the  extra  satisfaction  derived 
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from  having  one  more  incremental  unit  of  a  product  or  service.  The  concept  of 
marginal  analysis  can  help  us  when  many  variables  must  be  considered  in  deci- 
sion making  because  it  reminds  us  to  compare  only  important  variables.  It 
requires  that  we  examine  what  we  will  gain  if  we  also  experience  a  certain  extra 
cost.  Marginal  analysis  suggests  that  people  always  attempt  to  maximize  dollar 
satisfaction  when  choosing  between  products  by  using  basic  logic.  In  effect, 
people  are  inclined  to  do  something  until  the  marginal  cost  equals  (or  exceeds) 
the  marginal  utility. 

Marginal  cost  is  the  additional  (marginal)  cost  of  one  more  incremental  unit 
of  some  item.  When  known,  this  cost  can  be  compared  with  marginal  utility 
received.  To  illustrate,  assume  that  you  consider  spending  S60  instead  of  $40  (an 
additional  $20)  to  obtain  a  front-row  seat  at  the  concert.  What  marginal  utility 
will  you  gain  from  that  decision?  Perhaps  an  ability  to  see  and  hear  more,  the  sat- 
isfaction of  having  one  of  the  best  seats  in  the  theater,  and  the  like.  The  concept 
of  marginal  utility  helps  to  determine  the  extra  benefits  that  you  will  receive  from 
your  decision. 

In  another  example,  two  new  automobiles  were  available  on  a  dealership  lot 
in  Prescott  Valley,  Arizona,  where  retired  engineer  Dennis  O'Barts  and  his  wife, 
Paige,  were  trying  to  make  a  purchase  decision.  Both  vehicles  were  similar  mod- 
els, although  one  was  a  Mercury  and  the  other  a  Ford.  The  Mercury',  with  a 
sticker  price  of  $25,100,  had  a  moderate  number  of  options,  while  the  Ford,  with 
a  sticker  price  of  $26,800,  had  numerous  options.  Marginal  analysis  suggests  that 
Dennis  and  Paige  do  not  need  to  consider  all  of  the  options  when  comparing  the 
vehicles.  Instead,  the  concept  of  marginal  cost  says  to  compare  the  benefits  of 
the  additional  options  with  the  additional  costs — $1700  in  this  instance 
($26,800  -  $25,100).  Dennis  and  Paige  need  decide  only  whether  the  additional 
options  are  worth  $1700. 

Income  Taxes  in  Decision  Making 

Effective  managers  of  their  personal  finances  should  regularly  consider  the  eco- 
nomic effects  of  paying  income  taxes  when  making  decisions.  Of  particular 
importance  is  the  marginal  tax  rate,  which  is  the  tax  rate  at  which  your  last  dol- 
lar earned  is  taxed.  As  income  rises,  taxpayers  pay  progressively  higher  marginal 
income  tax  rates.  Most  financially  successful  people  must  pay  U.S.  federal 
income  taxes  at  the  28  percent,  or  higher,  marginal  tax  rate.  For  example,  if 
Juanita  Martinez,  an  unmarried  office  manager  working  in  Atlanta,  Georgia,  has 
a  taxable  income  of  $32,000  and  receives  a  $1000  bonus  from  her  employer,  she 
must  pay  an  extra  $280  in  taxes  on  the  bonus  income  ($1000  x  0.28  =  $280). 
Juanita  must  also  pay  state  income  taxes  of  6  percent,  or  $60  ($1000  x  0.06  = 
$60),  and  Social  Security  taxes  of  7.65  percent,  or  $76.50  ($1000  x  0.0765  = 
$76.50).  Thus,  Juanita  pays  an  effective  marginal  tax  rate  of  almost  42  percent 
(28%  +  6%  +  7.65%  =  41.65%),  or  $416.50,  on  the  extra  $1000  of  earned 
income. 

People  who  pay  high  marginal  tax  rates  often  can  gain  by  making  tax- 
exempt  investments,  such  as  bonds  issued  by  various  agencies  of  states  and 
municipalities.  For  example,  Stephanie  Miller,  a  married  chiropractor  with  two 
children  from  Cleveland,  Ohio,  currently  has  $5000  in  utility  stocks  earning  5 
percent,  or  $250,  annually  ($5000  x  0.05).  She  pays  $70  in  federal  income  tax 
on  that  income  at  her  28  percent  marginal  tax  rate  ($250  x  0.28),  leaving  her 
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Figure  1.3 


Tax-Sheltered  Returns  Are  Greater  Than  Taxable  Returns 
(Illustration:  8  Percent  Annual  Return  and  $2000  Annual  Contribution) 
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The  mathematics  assumes  that  all  funds  were  deposited/invested  at  the  beginning  of  each  year.  Note  that  income 
taxes  must  be  paid  on  both  the  earnings  and  the  previously  tax-exempt  investment  contributions  when  the  funds 
are  eventually  withdrawn. This  topic  is  examined  in  more  detail  in  Chapters  3  and  18. 


$180  after  taxes.  Alternatively,  a  tax-exempt  $5000  state  bond  paying  4  percent 
will  provide  Stephanie  with  a  better  after-tax  return,  $200  instead  of  $180.  She 
would  receive  $200  tax-free  from  the  state  bond  ($5000  x  0.04)  compared  with 
$180  ($250  -  $70)  after  taxes  on  the  income  from  the  stocks. 

As  this  discussion  implies,  the  very  best  kind  of  income  is  tax-exempt  income, 
which  is  totally  free  of  taxes.  For  example,  you  are  ahead  of  the  game  if  you  can 
legally  receive  $1000  and  not  pay  taxes  on  that  amount.  If  your  situation  mir- 
rors that  of  Juanita  Martinez,  you  save  $416.50  in  taxes  on  the  $1000  in  earned 
income  ($1000  x  41.65%).  The  added  impact  of  opportunity  cost  is  even  more 
dramatic.  By  legally  avoiding  paying  an  extra  dollar  in  income  taxes,  you  gain 
by  not  paying  the  dollar  in  taxes.  In  addition,  you  gain  the  alternative  use  for 
that  dollar.  Finally,  you  benefit  by  not  having  to  earn  another  dollar  to  replace 
the  one  that  might  have  been  paid  in  taxes. 

The  second  best  kind  of  income  for  individuals  is  tax-sheltered — that  is, 
income  exempt  from  current  income  taxes.  As  demonstrated  in  Figure  1.3,  tax- 
sheltered  returns  on  savings  and  investments  provide  much  greater  returns  than 
returns  upon  which  income  taxes  must  be  paid  because  more  money  remains 
available  to  be  invested.  In  addition,  tax-sheltered  funds  grow  more  rapidly 
because  compounding  (the  subject  of  the  next  section  in  this  chapter)  is 
enhanced  when  larger  dollar  amounts  are  invested  as  well  as  in  the  last  years  of 
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growth.  You  should  realize,  however,  that  while  current  taxes  are  reduced,  even- 
tually one  must  pay  income  taxes  on  the  income  deferred. 

The  Time  Value  of  Money  in  Decision  Making 

One  of  the  most  important  concepts  in  personal  finance  is  the  time  value  of 
money,  which  is  the  idea  that  paying  or  receiving  money  over  time  is  affected 
by  the  fact  that  money  can  earn  a  positive  rate  of  return  over  time  (as  a  result  of 
earned  interest).  That  fact  must  be  considered  to  make  mathematically  correct 
decisions  in  personal  finance.  Calculating  the  time  value  of  money  allows  the 
comparison  of  money  to  be  received  in  different  time  periods  or  in  different 
cash-flow  patterns  over  time.  For  example,  you  might  win  the  lottery  and  be 
offered  the  choice  to  receive  a  lump  sum  of  $1,000,000  now  or  payments  of 
$60,000  per  year  for  20  years  for  a  total  of  $1,200,000.  The  more  favorable 
answer  for  you  depends  upon  the  interest  rate  you  could  earn  if  you  invested  the 
$1,000,000  lump  sum  on  your  own.  Time  value  of  money  calculations  can  pro- 
vide the  needed  information. 

Present  value  (or  discounted  value)  is  the  current  value  of  an  asset  that  will 
be  received  in  the  future.  Future  value  (FV)  is  the  valuation  of  an  asset  projected 
to  the  end  of  a  particular  time  period  in  the  future.  Given  assumed  rates  of 
return  for  a  number  of  years,  both  present  and  future  values  can  be  calculated. 
Time  value  calculations  should  be  performed  when  setting  financial  goals,  con- 
sidering housing  alternatives,  determining  life  insurance  needs,  estimating  the 
financial  aspects  of  retirement,  and  analyzing  investments. 

For  example,  Alieu  Demba,  an  unmarried  automobile  salesman  from 
Knoxville,  Tennessee,  was  considering  two  investments  that  paid  certain  sums  of 
money  in  the  future.  First,  a  friend  wanted  to  borrow  $5000  for  three  years  and 
pay  Alieu  back  $6000  in  a  lump  sum.  Second,  Alieu  could  invest  the  same  $5000 
for  three  years  in  a  government  bond  paying  7  percent  annual  interest.  Basically, 
Alieu  needs  to  compare  the  future  value  of  both  alternatives.  The  future  value  of 
lending  the  money  to  the  friend  is  $6000.  There  are  multiple  ways  to  determine 
the  future  value  of  the  government  bond,  and  each  method  gives  the  same 
answer.  All  of  the  calculations  assume  that  the  interest  earned  was  not  with- 
drawn but  left  to  be  reinvested.  This  compound  interest  is  simply  the  calcula- 
tion of  interest  on  interest  (because  it  is  reinvested)  as  well  as  interest  on  the 
original  investment. 

Basic  Calculation  Method  Using  Equation  (1.3)  results  in  the  following  answer, 
where  /  represents  the  interest  rate: 

FV  =   (Present  value  of  sum  of  money)(i  +  1.0)(i  +  1.0)(/  +  1.0)  .  .  .       (1.3) 
=    ($5000)(1.07)(1.07)(1.07) 
=    $6125.22 

Therefore,  Alieu  would  earn  more  with  the  government  bond  because  it  would 
give  him  $125.22  more  ($6125.22  -  $6000). 

Table  Method  Table  1.1  provides  a  quick  and  easy  way  to  determine  the  future 
dollar  value  of  an  investment.  For  the  same  example  given  above,  use  the  table 
in  the  following  manner:  Go  across  the  top  row  to  the  7  percent  column.  Read 
down  the  7  percent  column  to  the  row  for  three  years  to  locate  the  factor  1.225. 
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Future  Value  of  $  1 0,000  with  Interest  Compounded 
Annually 


$500,000 


$400,000 


$300,000 


$200,000 


$100,000 


Multiply  that  factor  by  the  present  value  of  the  cash  asset  ($5000)  to  arrive  at  the 
future  value  ($6125).  (Note  that  this  figure  varies  by  $0.22  from  the  precise  cal- 
culation because  of  rounding.)  Appendix  A  provides  a  more  complete  explana- 
tion of  the  time  value  of  money  and  its  applications. 
You  can  appreciate  the  value  of  compounding 
by  considering  what  happens  when  funds  are  left  to 
grow  over  a  long  period  of  time.  Figure  1.4  demon- 
strates the  impact  of  various  compounded  returns 
on  a  $10,000  investment.  The  $10,000  will  grow  to 
$57,430  in  30  years  at  a  6  percent  rate.  Compound- 
ing $10,000  at  10  percent  becomes  $174,500  over 
the  same  time  period;  at  14  percent,  it  becomes  a 
whopping  $509,500! 

Simple  interest  is  the  interest  computed  on 
principal  only  and  without  compunding.  The  inter- 
est earned  each  period  is  withdrawn  and  not 
invested  to  earn  interest.  This  is  illustrated  in  Equa- 
tion (1.4). 

Interest  =  principal  x  rate  of  interest  x  time   (1.4) 
or 

/  =  P  x   r  x   T 

In  Alieu's  situation,  the  simple  interest  amounts 
to  $1050  ($5000  x  0.07  x  3),  while  compounding 
results  in  $1125.22  ($6125.22  -  $5000).  For  the 
example  in  Figure  1.4,  the  simple  interest  calculates 
to  $18,000  at  a  6  percent  rate  for  30  years.  When 
added  to  the  $10,000  invested,  this  $18,000  in  inter- 
est would  total  $28,000,  which  is  $29,430  less  than 
the  $57,430  that  compounding  would  yield.  With 
compounding,  the  asset  seems  to  grow  slowly  at 
first  and  then  dramatically — a  demonstration  of  the 
power  of  time  and  compound  interest. 


$174,500 


$100,600 


$57,430 
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Figure  1.5 


The  Rule  of  72 


Algebraic  or  Financial  Calculator  Method  Time  value  of  money  calculations 
can  be  efficiently  performed  using  algebra  or  a  financial  calculator.  The  follow- 
ing formulas  can  be  used  to  solve  for  future  value  (FV),  present  value  (PF),  num- 
ber of  investment  periods  (n),  and  interest  rate  per  investment  period  (/),  where 


FV  =   Future  value 
PV  =   Present  value 

FV  =  PV(l  +  if 

PV  =   FV(\  +  /)-" 

i   =    (FV/PV)l/n   -    1 


n   = 


\n(FVIPV) 
\n{\  +  i) 


n   =   Number  of  investment  periods 
/    =   Interest  rate  per  investment  period 

(1.5) 

(1.6) 

(1.7) 

(1.8) 


If  you  are  using  a  financial  calculator  for  time  value  of  money  calculations, 
see  Appendix  D,  "How  to  Use  a  Financial  Calculator,"  or  you  can  use  the  present 
and  future  value  calculator  found  on  the  Garman/Forgue  Web  site. 

A  handy  formula  for  figuring  the  number 
of  years  it  takes  to  double  principal  using  com- 
pound interest  is  the  rule  of  72.  You  simply 
divide  the  interest  rate  the  money  will  earn 
into  the  number  72.  For  example,  if  interest  is 
compounded  at  a  rate  of  7  percent  per  year, 
your  principal  will  double  in  10.3  years  (72  ■*■ 
7);  if  the  rate  is  6  percent,  it  will  take  12  years 
(72  ■*■  6).  The  rule  of  72  (see  Figure  1.5)  also 
works  for  determining  how  long  it  would  take 
for  the  price  of  something  to  double  given  a 
rate  of  increase  in  the  price.  For  example,  if 
college  tuition  costs  are  rising  8  percent  per 
year,  the  cost  of  a  college  education  would 
double  in  just  over  nine  years. 


■J    List  objectives  and  steps 
to  achieving  your  personal 
financial  objectives. 


Objectives  and  Steps  to  Successful 
Management  of  Personal  Finances 


Six  steps  must  be  completed  to  manage  your  personal  finances  successfully: 
(1)  financial  planning,  (2)  cash  and  credit  management,  (3)  managing  expendi- 
tures, (4)  income  and  asset  protection,  (5)  investment  planning,  and  (6)  retire- 
ment and  estate  planning.  Taking  well-informed  actions  in  each  area  will  be  crit- 
ical in  helping  you  reach  your  lifetime  financial  objectives.  Figure  1.6  implies 
that  these  key  steps  are  generally  related  to  one's  lifetime  financial  objectives. 
Chapter  2  illustrates  the  details  of  putting  together  a  comprehensive  financial 
plan  that  includes  all  six  key  steps  as  you  establish  both  long-  and  short-term 
goals.  Figure  1.7  shows  how  the  building  blocks  of  a  financially  successful  life  fit 
together,  and  all  of  these  factors  are  examined  in  the  remainder  of  the  text. 
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Figure  1.6 


Objectives  and  Steps  in  Successful  Management  of  One's  Personal  Finances 

LIFETIME  FINANCIAL  OBJECTIVES 


STEPS  IN  SUCCESSFUL 
MANAGEMENT  OF 
PERSONAL 
FINANCES 


Financial  planning 


Accumulate  wealth  for  retirement 
Reach  financial  security 

Find  life  satisfaction 

Practice  efficient  consumption 

Maximize  earnings  and  wealth 


Figure  1.7 


The  Building  Blocks  of  Financial  Success 
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Recognize  how  decisions 
at  work  affect  success  in 
personal  finance. 


How  Work  Decisions  Affect  Success  in  Personal  Finance 

Important  financial  aspects  of  one's  working  life  will  affect  one's  success  in  per- 
sonal finance.  It  is  vital  to  make  effective  use  of  the  fringe  benefits  offered 
through  an  employer.  A  fringe  benefit  is  compensation  for  employment  that 
does  not  take  the  form  of  wage,  salaries,  commissions,  or  other  cash  payments. 
Examples  include  paid  holidays,  health  insurance,  and  a  retirement  plan.  Some 
fringe  benefits  are  tax-sheltered,  such  as  flexible  spending  accounts  and  retire- 
ment plans.  Tax-sheltered  means  that  the  employee  avoids  paying  current 
income  taxes  on  the  value  of  the  benefits  received  from  the  employer.  The  taxes 
may  be  postponed,  or  deferred,  until  a  later  date  (usually  a  good  idea) — perhaps 
until  retirement,  when  the  individual's  income  tax  rate  might  be  lower.  Smart 
decisions  can  increase  your  real  income  by  thousands  of  dollars  each  year. 

This  section  examines  (1)  comparisons  of  salary  offers  from  employers 
located  in  cities  that  have  different  costs  of  living,  (2)  flexible  spending  accounts, 
and  (3)  employer-sponsored  qualified  retirement  plans. 


Comparing  Salary  Offers  in  Cities  with  Different  Living  Costs 

Comparing  salary  offers  from  employers  located  in  different  cities  can  be  diffi- 
cult without  sufficient  information  on  the  approximate  cost  of  living  in  each 
community.  Sometimes  those  costs  vary  drastically.  Data  from  the  American 
Chamber  of  Commerce  Researchers  Association  reveal,  for  example,  that  life  in 
a  high-cost  city  such  as  Boston  is,  on  average,  30  percent  more  expensive  than 
life  in  a  lower-cost  city  such  as  Portland,  Oregon.  The  Chamber  data  are  reported 
in  index  form,  with  the  "average  cost"  community  given  a  rating  of  100. 

The  following  example  demonstrates  how  to  compare  salary  offers  in  two 
different  cities.  In  a  recent  year,  the  index  was  130.6  for  Boston  (city  1)  and  1 14.9 
for  Los  Angeles  (city  2).  Let's  assume  you  want  to  compare  the  buying  power  of 
a  salary  offer  of  534,000  in  Boston  with  a  $31,000  offer  in  Los  Angeles.  The  costs 
can  be  compared  using  Equations  (1.9)  and  (1.10)  below. 

index  city  2 

equivalent  salary  in  city  2 


Salarv  in  citv  1  x 


Boston's  $34,000  x 


index  city  1 
114.9 


(1.9) 


130.6 


is  equal  to  $29,913  in  Los  Angeles 


Thus,  the  $34,000  Boston  salary  offer  would  buy  $29,913  of  goods  and  services 

in  Los  Angeles — an  amount  less  than  the  $31,000  Los  Angeles  salary  offer.  All 

things  being  equal  (and  they  are  both  nice  cities),  the  Los  Angeles  offer  is  better. 

To  compare  the  buying  power  of  salaries  in  the  other  direction,  reverse  the 

formula: 

.                   index  city  1  .     ,  , 

Salary  in  city  2  x  -— -f— r  =  equivalent  salary  in  city  1 


Los  Angeles's  $31,000  x 


index  city  2 
130.6 


(1.10) 


114.9 


is  equal  to  $35,236  in  Boston 


Thus,  the  $31,000  Los  Angeles  salary  offer  can  buy  $35,236  of  goods  and  services 
in  Boston — an  amount  higher  than  the  $34,000  Boston  salary  offer.  All  things 
being  equal,  the  Los  Angeles  offer  is  still  better. 
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You  may  compare  salary  figures  and  the  cost  of  living  in  different  commu- 
nities in  three  ways: 

1.  By  finding  the  index  data  in  the  American  Chamber  of  Commerce  Re- 
searchers Association's  publication,  ACCRA  Cost  of  Living  Index  (found  in 
your  library  or  at  www.accra.org). 

2.  By  telephoning  the  local  Chamber  of  Commerce  in  each  city  to  obtain  its 
researched-based  index  number. 

3.  By  making  a  personal  estimate  of  an  index  for  each  city  based  upon  your 
impressions. 

For  the  fairest  comparisons,  be  sure  to  add  or  subtract  from  the  salary  offers  the 
value  of  fringe  benefits  included  or  excluded,  then  do  the  calculations  with  the 
indexes. 

Tax-Sheltered  Flexible  Spending  Accounts 

Examples  of  tax-sheltered  fringe  benefits  are  the  flexible  spending  account 
(FSA),  pretax  set-aside  account,  or  expense  reimbursement  account.  These 
fringe  benefits  are  now  offered  by  more  than  half  of  all  large  employers.  These 
government-approved  plans  allow  payment  of  selected  employee-paid  expenses 
for  medical  or  dependent  care  to  be  reimbursed  with  pretax  dollars.  Under  a  typ- 
ical FSA,  the  employee  agrees  to  have  a  certain  amount  deducted  from  each  pay- 
check that  is  then  deposited  in  a  separate  account.  As  qualified  expenses  are 
incurred,  the  employee  requests  and  receives  reimbursements  from  the  account. 
FSA  accounts  can  be  used  to  pay  for  three  types  of  expenses:  (1)  care  of  a  depen- 
dent under  age  13;  (2)  care  of  another  dependent  who  is  physically  or  mentally 
incapable  of  caring  for  himself  or  herself,  and  who  resides  in  the  taxpayer's 
home;  and  (3)  qualified  unreimbursed  medical  expenses.  Examples  of  the  last 
kind  of  expenses  include  eye  examinations,  eyeglasses,  routine  physical  exams, 
and  orthodontia  work. 

The  tax  advantage  of  an  FSA  occurs  because  the  deducted  amounts  of  salary 
avoid  federal  income  tax,  Social  Security  taxes,  and,  in  most  states,  state  income 
taxes,  thereby  allowing  selected  personal  expenses  to  be  paid  with  pretax  (rather 
than  after-tax)  income.  Paying  the  expenses  with  pretax  dollars  (money  income 
that  has  not  been  taxed  by  the  government)  lowers  taxable  income,  decreases 
take-home  pay,  and  increases  effective  take-home  pay  because  of  the  reimburse- 
ments. For  example,  assume  Jane  Johnson,  a  married  woman  earning  $30,000 
annually,  directs  that  her  employer  put  aside  $4920  of  regular  annual  income 
($410  per  monthly  paycheck)  for  child  care  expenses.  During  the  year,  Jane  sub- 
mits receipts  for  child  care  expenses  to  the  employer  and  is  reimbursed  the 
$4920.  Table  1.2  shows  how  Jane  decreased  her  monthly  take-home  pay  by  $317 
($1651  -  $1334),  which,  after  plan  reimbursements  of  $410  per  month, 
increased  her  monthly  effective  take-home  pay  by  $93  ($410  -  $317).  Jane's 
annual  tax  savings  are  $1116. 

When  Jane  participates  in  the  FSA,  her  federal  income  tax  drops  $62  per 
month  and  her  Social  Security  tax  drops  another  $31  monthly,  which  totals  $93 
per  month  or  $1116  per  year.  In  effect,  the  $4920  that  Jane  pays  for  child  care 
consists  of  $3804  set  aside  by  Jane  and  $1116  contributed  by  the  federal  gov- 
ernment because,  without  the  FSA,  she  would  have  had  to  pay  the  government 
the  $1116  in  the  form  of  taxes  on  the  $4920  of  income. 
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Table  1.2 


The  Positive  Effects  of  a  Flexible  Spending  Account 


Without 
the  Plan 

With 
the  Plan 

Monthly  salary 
To  FSA  account 

$2500 

$2500 

(410) 

Taxable  salary 

2500 

2090 

Income  tax* 
Social  Security  tax 

(248) 

(191) 

(186) 
(160) 

Salary  after  taxes 

2061 

1744 

Medical  and/or  dependent 
care  expenses 

(410) 

(410) 

Take-home  pay 

1651 

1334 

FSA  reimbursement 

— 

410 

Effective  take-home  pay 

1651 

1744 

Net  monthly  savings 
increase  with  plan 

$93 

Flexible  Spending 


EBWH 


Account 


$410 


(410) 


*  Based  on  annual  salary  of  $30,000  with  three  W-4  exemptions  and  a  "married  filing  jointly"filing  status. 
Actual  savings  depend  upon  salary,  number  of  exemptions,  and  filing  status. 


Before  enrolling  in  an  FSA,  it  is  important  to  estimate  expenses  carefully  so 
that  the  amount  in  the  FSA  does  not  exceed  anticipated  expenses.  IRS  regula- 
tions do  not  allow  the  plan  to  return  unused  amounts  at  the  end  of  the  plan 
year,  nor  can  money  be  transferred  from  one  account  to  another,  or  from  one 
plan  year  to  another.  Thus,  unused  amounts  are  forfeited  and  are  not  returned 
to  the  employee — a  condition  called  the  "use  it  or  lose  it"  rule.  A  nominal 
monthly  fee  is  assessed  to  participate  in  these  programs,  and  the  maximum 
annual  contribution  is  $5000.  A  negative  aspect  of  FSAs  for  most  workers  is  that 
eventual  Social  Security  benefits  may  be  slightly  lower  than  anticipated  (perhaps 
$10-$  15  per  month)  because  taxable  income  was  reduced  by  the  amount  of  the 
FSA  withholding. 


Employer-Sponsored  Qualified  Retirement  Plans 

More  than  half  of  all  workers  are  covered  by  an  employer-sponsored  qualified 
retirement  plan.  These  retirement  plans  have  been  approved  by  the  Internal 
Revenue  Service  as  vehicles  in  which  to  deposit  tax-sheltered  contributions;  they 
offer  tax  advantages  that  can  reduce  a  person's  current  income  taxes  and 
increase  his  or  her  retirement  benefits.  Thus,  contributions  to  the  retirement 
plans  are  exempt  from  current  income  taxes.  Employer-sponsored  qualified 
retirement  plans  provide  two  distinct  advantages. 

First  Advantage:  Tax-Deductible  Contributions  Create  Larger  Returns 

Tax-sheltered  retirement  plans  provide  tremendous  tax-deductibility  benefits 
compared  with  ordinary  savings  and  investment  plans.  Because  pretax  contri- 
butions to  qualified  plans  reduce  income,  the  current  year's  tax  liability  is  low- 
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Table  1.3 


The  Value  of  Tax-Sheltered  Contributions 


(28  percent  income  tax  rate,  single) 


Monthly  salary  $3000 

Pretax  retirement  plan  contribution  0 

Taxable  income  3000 

Federal  taxes  600 

Monthly  take-home  pay  2400 

You  put  away  for  retirement  0 


Monthly  salary  $3000 

Pretax  retirement  plan  contribution  500 

Taxable  income  2500 

Federal  taxes  460 

Monthly  take-home  pay  2040 

Cost  to  put  away  $500  per  month  360 
($2400  -  $2040) 


ered.  Thus,  the  money  saved  in  taxes  can  be  used  to  partially  fund  a  larger  con- 
tribution, which  creates  even  greater  returns. 

As  Table  1.3  illustrates,  you  can  save  substantial  sums  for  retirement  with 
minimal  impact  to  monthly  take-home  pay.  A  single  person  with  a  monthly  tax- 
able income  of  $3000  who  places  $500  into  a  tax-sheltered  retirement  plan  [for 
an  annual  contribution  of  $6000  ($500  x  12)]  reduces  monthly  take-home  pay 
from  $2400  to  $2040,  not  an  enormous  amount.  The  net  effect  is  that  it  costs 
that  person  only  $360  to  put  away  $500  per  month  into  a  retirement  plan.  The 
immediate  "return  on  investment"  equals  a  fantastic  38.9  percent  ($140  -s- 
$360).  In  essence,  the  taxpayer  puts  $360  into  his  or  her  retirement  plan  and  the 
government  contributes  $140.  (Alternatively,  the  taxpayer  could  pay  the  $140  to 
the  government.)  A  taxpayer  paying  a  higher  marginal  tax  rate  realizes  even 
greater  gains.  Because  a  substantial  part  of  your  contributions  to  a  tax-sheltered 
retirement  plan  comes  from  money  that  you  would  have  paid  in  income  taxes, 
it  costs  you  less  to  save  more. 

Second  Advantage:  Tax-Deferred  Growth  Enhances  Earnings  Because  interest, 
dividends,  and  capital  gains  from  qualified  plans  are  taxed  only  after  funds  are 
withdrawn  from  the  plan,  investments  in  tax-sheltered  retirement  plans  grow 
tax-free.  The  benefits  of  tax  deferral  can  be  substantial. 

For  example,  if  a  person  in  the  28  percent  tax  bracket  invests  $2000  at  the 
beginning  of  every  year  for  30  years  and  the  investment  earns  an  8  percent  tax- 
able return  compounded  annually,  the  fund  will  grow  to  $160,300.  If  the  same 
$2000  invested  annually  was  instead  compounded  at  8  percent  within  a  tax- 
sheltered  program,  it  grows  to  $244,700!  The  higher  amount  solely  results  from 
compounding  without  paying  income  taxes.  (Figure  1.3  on  page  15  illustrates 
these  differences  in  returns.)  Indeed,  when  the  funds  are  finally  taxed  upon 
withdrawal  some  years  later,  the  taxpayer  may  be  in  a  lower  tax  bracket. 


Start  Early  and  Become  a  Millionaire  at  Retirement 

A  tax-sheltered  retirement  plan  is  best  begun  at  an  early  age.  Consider  two  hypo- 
thetical cases  of  people  who  began  making  regular  contributions  to  their  IRA 
accounts  at  different  stages  in  their  lives.  The  early  starter,  age  30,  invested 
$2000  annually  but  stopped  the  contributions  at  age  40.  The  late  starter  began 
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investing  the  same  amount  at  age  40  and  continued  until  age  65.  Thus,  the  early 
starter  invested  a  total  of  $20,000  and  the  late  starter  invested  $50,000.  If  both 
tax-sheltered  investment  accounts  earned  9  percent  per  year,  the  early  starter 
wins.  The  power  of  compounding  earns  a  retirement  nest  egg  of  about  $285,000 
for  the  early  starter,  while  the  late  starter  will  accumulate  only  about  $185,000. 

How  to  Maximize  the  Benefits 

from  a  Tax-Sheltered  Retirement  Plan 

1 .  Start  Early  to  Boost  Your  Retirement  Because  of  the  magic  of  compounding, 
the  amount  of  money  in  your  retirement  plan  can  become  quite  large  over  time. 
For  example,  a  worker  who  starts  saving  $25  per  week  in  a  qualified  retirement 
plan  at  age  23  will  have  $450,367  by  age  65,  assuming  an  annual  growth  rate  of 
8  percent. 

2.  The  Cost  of  Delaying  Contributions  Is  High  Waiting  until  age  33  to  start  sav- 
ing, instead  of  beginning  at  age  23,  results  in  a  retirement  fund  of  only  $250,401. 
The  cost  of  delay  is  nearly  $200,000  ($450,367  -  $250,401),  even  though  ten 
years'  worth  of  delayed  deposits  would  have  totaled  only  $13,000.  This  effect 
occurs  because  most  of  the  power  of  compounding  appears  in  the  last  years  of 
growth. 

3.  Saving  Just  1  Percent  More  of  Your  Pay  Makes  a  Big  Difference  Employer 
restictions  limit  the  maximum  amount  that  workers  may  save  in  a  qualified 
retirement  plan.  This  limit  might  be  6  or  15  percent  of  income,  for  example. 
Most  workers,  however,  do  not  save  the  maximum  amount.  A  23-year  old  worker 
earning  $30,000  who  saves  just  1  percent  more  of  his  or  her  pay  (only  an  extra 
$300  per  year)  will  see  a  boost  in  the  retirement  fund  of  $91,273  (assuming  an 
annual  growth  rate  of  8  percent). 

4.  Avoid  Making  Withdrawals  from  a  Tax-sheltered  Retirement  Plan  The  tax 

sheltering  of  funds  in  a  qualified  plan  actually  represents  a  deferment  of  taxes 
rather  than  a  permanent  avoidance  of  them.  Income  taxes  must  be  paid  when 
the  funds  are  withdrawn.  If  money  is  withdrawn  prior  to  a  certain  age — usually 
59V2 — a  10  percent  penalty  may  be  assessed  as  well  as  the  usual  income  tax. 

In  addition  to  paying  a  penalty  and  the  income  tax  due  on  withdrawn  funds 
from  a  retirement  plan,  the  worker  also  loses  the  opportunity  cost  of  keeping  the 
funds  invested.  For  example,  assume  that  Ramsey  Marshalla,  a  legal  assistant 
from  San  Jose,  California,  withdraws  $5000  from  his  employer-sponsored  retire- 
ment plan  for  some  reason  (e.g.,  for  an  emergency,  to  pay  bills,  to  buy  a  new 
vehicle  when  changing  jobs,  or  to  make  a  down  payment  on  a  home).  As  a 
result,  Ramsey  will  not  accumulate  the  $45,313  ($50,313  -  $5000)  that  amount 
would  have  earned  over  the  next  30  years.  When  faced  with  a  financial  problem, 
you  should  borrow  from  a  credit  union  or  bank  (see  Chapter  5)  before  with- 
drawing money  from  a  retirement  plan. 
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ummary 

1.  Effective  management  of  your  personal 
finances  will  enable  you  to  face  the  financial 
challenges,  responsibilities,  and  opportuni- 
ties of  life  successfully. 

2.  Most  people  have  five  lifetime  financial 
objectives:  to  maximize  earnings  and  wealth; 
to  practice  efficient  consumption;  to  find 
satisfaction  in  life;  to  reach  financial  secu- 
rity; and  to  accumulate  wealth  for  retirement 
and  an  estate. 

3.  Your  success  in  personal  finance  partly  de- 
pends on  how  well  you  understand  and  uti- 
lize information  to  cope  with  the  economic 
environment,  including  data  about  the  state 
of  the  economy,  inflation,  and  interest  rates. 

4.  Four  useful  economic  considerations  that 
affect  decision  making  in  personal  finance 
are  opportunity  costs,  marginal  analysis, 
income  taxes,  and  the  time  value  of  money. 

5.  Successful  management  of  personal  finances 
involves  six  steps:  financial  planning;  cash 
and  credit  management;  managing  expendi- 
tures; income  and  asset  protection;  invest- 
ment planning;  and  retirement  and  estate 
planning.  Success  in  these  steps  relates  to  the 
achievement  of  one's  lifetime  financial  objec- 
tives. 

6.  Work-related  decisions  affect  success  in  per- 
sonal finance.  These  choices  include  selection 
of  a  salary  offer,  use  of  flexible  spending 
accounts,  and  entry  into  employer-sponsored 
retirement  plans. 


Key  Words  &  Concepts 


business  cycle       6 

compound  interest        16 

consumer  price  index        10 

employer-sponsored  retirement  plan       22 

federal  funds  rate       12 

financial  success       4 

flexible  spending  account       21 

future  value        16 

gross  domestic  product  (GDP)        7 


index  of  leading  economic  indicators  (LEI) 

inflation        8 

marginal  cost        14 

marginal  tax  rate        14 

opportunity  cost        12 

personal  finance       3 

personal  financial  planning       4 

personal  inflation  rate        / 1 

present  value        16 

real  income       9 

tax-sheltered        /5 

time  value  of  money        16 


Questions  for  Thought  &  Discussion 

1 .  Cite  three  examples  of  gains  you  are  likely  to 
make  from  the  study  of  personal  finance. 

2.  List  the  five  lifetime  financial  objectives  of 
most  people. 

3.  Define  "financial  security"  and  give  some 
examples  of  it. 

4.  Briefly  summarize  the  phases  in  the  eco- 
nomic cycle. 

5.  Explain  how  tracking  the  gross  domestic 
product  and  the  index  of  leading  economic 
indicators  can  help  you  forecast  the  direction 
in  which  the  economy  is  headed. 

6.  Provide  a  numerical  example  (using  different 
numbers  from  the  text)  of  how  to  measure 
the  effect  of  inflation  on  a  person's  annual 
raise  in  salary. 

7.  Provide  a  numerical  example  (using  different 
numbers  from  the  text)  of  how  to  calculate 
the  decline  in  the  purchasing  power  of  a  dol- 
lar when  prices  rise. 

8.  Explain  how  inflation  can  dramatically  affect 
your  borrowing,  savings,  and  investments. 

9.  Explain  the  difference  between  real  income 
and  money  income. 

10.  Summarize  why  it  is  important  to  estimate 
future  interest  rates. 

11.  Define  "opportunity  cost"  and  give  an  exam- 
ple of  how  opportunity  costs  might  affect 
your  financial  decision  making. 
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12.  Explain  and  give  an  example  of  how  mar- 
ginal analysis  makes  some  financial  decisions 
easier. 

13.  Describe  and  give  an  example  of  how 
income  taxes  can  affect  financial  decision 
making. 

14.  Briefly  explain  the  difference  between  simple 
interest  and  compound  interest. 

15.  Using  the  Table  Method,  give  an  example 
(using  different  numbers  from  the  text)  that 
illustrates  the  importance  of  the  time  value 
of  money. 

16.  Describe  how  the  steps  in  successful  manage- 
ment of  personal  finances  are  related  to 
one's  lifetime  financial  objectives. 

17.  Explain  why  the  same  dollar  amount  of 
salary  offered  by  employers  in  two  different 
cities  may  be  important. 

18.  How  do  contributions  to  a  flexible  spending 
account  work  to  benefit  the  finances  of  the 
worker? 

19.  How  do  contributions  to  an  employer- 
sponsored  qualified  retirement  plan  benefit 
the  finances  of  the  worker? 


DECISION-MAKING  CASES 


Case  1    Reasons  to  Study  Personal  Finance 

Patricia  Bailey  of  Gulfport,  Mississippi,  is  a  senior 
in  college,  majoring  in  sociology.  She  anticipates 
getting  married  a  year  or  so  after  graduation.  Patri- 
cia has  only  one  elective  course  remaining  and 
must  choose  between  another  advanced  class  in 
sociology  and  one  in  personal  finance.  As  Patri- 
cia's friend,  you  want  to  persuade  her  to  take  per- 
sonal finance.  Give  some  examples  of  how  Patricia 
might  benefit  from  the  study  of  personal  finance. 

Case  2    A  Closer  Look  at  Lifetime 
Financial  Objectives 

You  have  been  asked  to  give  a  brief  speech  on  the 
lifetime  financial  objectives  of  most  people  and 
their  relationship  to  steps  in  successful  manage- 
ment of  personal  finances.  Make  an  outline  of  the 
points  in  your  speech. 


Financial  Math  Questions 

1.  As  a  graduating  senior,  Ann  Coulson  of  Man- 
hattan, Kansas,  is  anxious  to  enter  the  job 
market  at  an  anticipated  annual  salary  of 
$24,000.  Assuming  an  average  inflation  rate 
of  5  percent  and  an  equal  cost-of-living  raise, 
what  will  Ann's  salary  be  in  10  years?  In  20 
years?  (Hint:  Use  Appendix  A.l  or  calcula- 
tions on  the  Garman/Forgue  Web  site.)  To 
make  real  economic  progress,  how  much  of  a 
raise  (in  dollars)  must  Ann  receive  annually? 

2.  Kathryn  Berry,  a  freshman  nutrition  major  at 
the  University  of  Minnesota,  has  some  finan- 
cial questions  for  the  next  three  years  of 
school  and  beyond.  Answers  to  these  ques- 
tions can  be  obtained  by  using  Appendix  A 
or  the  Garman/Forgue  Web  site. 

(a)  If  Kathryn's  tuition,  fees,  and  expendi- 
tures for  books  this  year  total  S5000, 
what  will  they  be  during  her  senior  year 
(three  years  from  now),  assuming  costs 
rise  6  percent  annually?  (Hint:  Use 
Appendix  A.  1  or  the  Garman/Forgue  Web 
site.) 

(b)  Kathryn  is  applying  for  a  scholarship  cur- 
rently valued  at  S3000.  If  she  is  awarded 
it  at  the  end  of  next  year,  how  much  is 
the  scholarship  worth  in  today's  dollars, 
assuming  inflation  of  5  percent?  (Hint: 
Use  Appendix  A. 2  or  the  Garman/Forgue 
Web  site.) 

(c)  Kathryn  is  already  looking  ahead  to  grad- 
uation and  a  job,  and  she  wants  to  buy  a 
new  car  not  long  after  graduation.  If  after 
graduation  she  begins  a  savings  program 
of  $2400  per  year  in  an  investment  yield- 
ing 6  percent,  what  will  be  the  value  of 
the  fund  after  three  years?  (Hint:  Use 
Appendix  A. 3  or  the  Garman/Forgue  Web 
site.) 

(d)  Kathryn's  Aunt  Karroll  told  her  that  she 
would  give  Kathryn  $1000  at  the  end  of 
each  year  for  the  next  three  years  to  help 
with  college  expenses.  Assuming  an 
annual  interest  rate  of  6  percent,  what  is 
the  present  value  of  that  stream  of  pay- 
ments? (Hint:  Use  Appendix  A. 4  or  the 
Garman/Forgue  Web  site.) 
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3.  Using  the  present  and  future  value  tables  in 
Appendix  A,  the  appropriate  calculations  on 
the  Garman/Forgue  Web  site,  or  a  financial 
calculator  (see  Appendix  D),  calculate  the 
following: 

(a)  The  future  value  of  $400  in  two  years 
that  earns  5  percent. 

(b)  The  future  value  of  $1200  saved  each 
year  for  ten  years  earning  7  percent. 

(c)  The  amount  a  person  would  need  to 
deposit  today  with  a  5  percent  interest 
rate  to  have  $2000  in  three  years. 

(d)  The  amount  a  person  planning  for  retire- 
ment would  need  to  deposit  today  to  be 
able  to  withdraw  $6000  each  year  for  ten 
years  from  an  account  earning  6  percent. 

(e)  A  person  is  offered  a  gift  of  $5000  now  or 
$8000  five  years  from  now.  If  such  funds 
could  be  expected  to  earn  8  percent, 
which  is  the  better  choice? 

(f)  A  person  wants  to  have  $3000  available 
to  spend  on  an  overseas  trip  four  years 
from  now.  If  such  funds  could  be 
expected  to  earn  7  percent,  how  much 
must  be  invested  in  a  lump  sum  to  real- 
ize the  $3000  when  needed? 

(g)  A  person  who  invests  $1200  each  year 
finds  one  choice  expected  to  pay  9  per- 
cent per  year  and  another  choice  that 
may  pay  10  percent.  What  is  the  differ- 
ence in  return  if  the  investment  is  made 
for  15  years? 

(h)  A  person  invests  $50,000  earning  6  per- 
cent. If  $6000  is  withdrawn  each  year, 
how  many  years  will  it  take  for  the  fund 
to  run  out? 

4.  You  win  a  contest.  The  prize  is  cash,  and  you 
are  offered  several  alternative  payment  plans. 
Which  plan  should  you  choose?  Assume  you 
can  earn  5  percent  on  your  money  and 
ignore  inflation. 

(a)  $30,000  today. 

(b)  $40,000  in  five  years. 

(c)  $10,000  one  year  from  today  and 
$25,000  two  years  later. 

(d)  $4000  per  year  starting  today  for  the  next 
ten  years. 


Exploring  the  World  Wide 
Web  of  Personal  Finance 

To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Bureau  of  Labor  Statistics  Consumer 
Price  Index  home  page  and  link  to  informa- 
tion for  various  areas  of  the  country  and 
metropolitan  areas  of  various  sizes.  Describe 
how  prices  have  been  changing  for  your  area 
and  city  size  during  the  past  year. 

2.  Visit  the  Bureau  of  Labor  Statistics  Current 
Population  Survey  home  page  and  link  to  a 
recent  press  releaase  providing  data  on 
employment  and  unemployment  for  males 
and  females.  Compare  the  current  unem- 
ployment rate  for  men  and  women  older 
than  age  20  and  older  than  age  16. 

3.  Visit  the  Web  site  for  the  Federal  Reserve 
Bank  of  Atlanta,  where  you  will  find  a  sum- 
mary of  economic  information  provided  on 
the  Web  by  agencies  of  the  U.S.  government. 
Select  three  Web  sites  that  you  feel  would  be 
especially  useful  for  people  seeking  informa- 
tion on  economic  trends  to  help  them  with 
their  personal  financial  planning. 

4.  Visit  the  Web  site  for  Wage  Web,  where  you 
will  find  the  results  of  salary  surveys  in 
numerous  career  areas.  Review  the  informa- 
tion for  careers  related  to  your  college  major. 
Does  the  information  confirm  what  you  had 
expected  or  does  it  open  your  eyes  to  a  dif- 
fering reality? 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M  Explain  the  concept  of 
financial  planning,  its  com- 
ponents, and  its  benefits. 


A  Describe  financial  state- 
ments, particularly  the  bal- 
ance sheet  and  the  income 
and  expense  statement. 


J    Use  financial  ratios  to 
evaluate  your  financial 
strength  and  progress. 


fcJ  Identify  the  purposes 
and  methods  of  financial 
recordkeeping. 


■J    Describe  the  use  of  com- 
puter software  in  personal 
financial  planning. 


0 


Explain  how  to  choose 
among  the  various  types  of 
professional  financial 
planners. 


ost  people  develop  a  pattern  of  financial  behavior  through  trial  and  error. 
They  want  to  succeed  financially  but  typically  lack  clear  goals  for  the 
I  future.  Although  they  maintain  financial  records,  often  the  records  are 
poorly  organized  and  difficult  to  locate.  Thus,  decision  making  is  flawed  because 
of  a  lack  of  understanding  about  the  current  economic  conditions  and  their 
financial  status.  Instead  of  simply  muddling  through  money  matters,  it  is  impor- 
tant to  engage  in  explicit  financial  planning. 

This  chapter  begins  with  an  explanation  of  financial  planning — what  it  is 
and  how  it  can  be  important  to  you.  We  then  examine  two  financial  statements: 
the  balance  sheet  and  the  income  and  expense  statement.  The  section  that  fol- 
lows explains  how  to  use  information  from  the  financial  statements  to  calculate 
financial  ratios  that  evaluate  your  financial  strength  and  progress.  Next,  we  pro- 
vide a  detailed  overview  of  recordkeeping  to  help  you  establish  your  own  finan- 
cial recordkeeping  system.  The  chapter  concludes  with  information  on  using  a 
computer  in  personal  financial  planning  and  on  the  providers  of  financial  plan- 
ning assistance  in  today's  marketplace. 


28 


CHAPTER   2    Financial  Planning 


29 


LI  Explain  the  concept  of 
financial  planning,  its  com- 
ponents, and  its  benefits. 


The  Components  of  Successful  Financial  Planning 

Financial  planning  is  the  process  of  developing  and  implementing  a  coordi- 
nated series  of  financial  plans  to  achieve  financial  success.  Financial  planning  is 
unique  to  each  individual  or  family,  and  should  take  into  consideration  all 
aspects  of  financial  activity  as  an  individual  or  family  moves  through  life. 

Table  2.1  on  the  following  page  provides  an  illustration  of  a  financial  plan. 
Most  people  do  not  make  written  financial  plans  in  the  broad  areas  indicated: 
spending,  risk  management,  and  capital  accumulation.  Many  ignore  certain 
areas  (estate  planning  is  a  common  example)  and  act  with  only  partial  knowl- 
edge in  other  areas  (relying  on  generally  inadequate  employer-provided  disabil- 
ity insurance,  for  example).  Success  in  financial  matters  results  from  effective 
financial  planning  in  all  15  specific  areas.  Each  subsequent  chapter  will  examine 
personal  finance  topics  in  enough  detail  so  that  you  will  feel  comfortable  and 
confident  as  you  implement  useful  financial  plans. 

financial  planning  begins  by  examining  your  values  as  they  relate  to  finan- 
cial activity.  These  values  provide  the  underlying  support  and  basis  for  financial 
goals.  Successful  financial  planning  includes  the  following  components:  (1) 
specified  values  that  underlie  the  plans;  (2)  explicitly  stated  financial  goals;  (3) 
informed  projections  about  the  economy;  and  (4)  logical  and  consistent  finan- 
cial strategies.  Only  after  this  development  process  is  complete  do  you  take 
actions  to  achieve  the  goals;  planning  comes  before  action. 


Values  Provide  the  Base  for  Financial  Planning 

Values  are  fundamental  beliefs  about  what  is  important,  desirable,  and  worth- 
while. They  serve  as  the  basis  for  goals.  Each  of  us  differs  in  the  ways  we  value 
education,  spiritual  life,  health,  employment,  credit  use,  family  life,  and  many 
other  factors.  Personal  financial  goals  grow  out  of  these  values  because  we  con- 
sider some  things  more  important  or  desirable  than  others.  We  express  our  val- 
ues, in  part,  by  the  ways  we  spend,  save,  and  invest  our  money.  Thus,  our  per- 
sonal values  dictate  our  financial  plans. 


Setting  Financial  Goals  Follows  from  Values 

Financial  goals  are  the  specific  long-  and  short-term  objectives  to  be  attained 
through  financial  planning  and  management  efforts.  Goals  should  be  consistent 
with  values.  They  must  be  stated  explicitly  to  serve  as  a  rational  basis  for  finan- 
cial actions.  Financial  goals  should  be  specific  both  in  terms  of  dollar  amount 
and  the  projected  date  they  are  to  be  achieved.  Setting  goals  helps  you  visualize 
the  gap  between  your  current  financial  status  and  where  you  want  to  be  in  the 
future.  Examples  of  general  financial  goals  include  finishing  a  college  education, 
paying  off  debts  (including  education  loans),  taking  a  vacation,  owning  a  home, 
accumulating  funds  to  send  children  through  college,  owning  your  own  busi- 
ness, and  having  financial  independence  at  retirement.  None  of  these  goals, 
however,  is  specific  enough  to  guide  financial  behavior.  Specific  goals  should  be 
measurable,  attainable,  relevant,  and  time-related.  Figure  2.1  provides  an 
overview  of  effective  personal  financial  management. 


Table  2.1 


Financial  Plans,  Goals,  and  Objectives  for  Harry  (Age  23)  and  Belinda  (Age  22)  Johnson 


Prepared  in  January  1999 


Financial  Plan  Areas      Long-Term  Goals  and  Objectives 


For  Spending 

Evaluate  and  plan 
major  purchases 

Manage  debt 


Purchase  a  new  car  in  two  years. 

Keep  installment  debt  under 
10  percent  of  take-home  pay. 


Short-Term  Goals  and  Objectives 


Begin  saving  $200  per  month  for  a  down  payment 
for  a  new  car. 

Pay  off  charge  cards  at  end  of  each  month  and  do 
not  finance  any  purchases  of  appliances  or 
other  similar  products. 


For  Risk  Management 

Medical  costs  Avoid  large  medical  costs. 


Property  and 
casualty  losses 


Liability  losses 

Premature 
death 


Income  loss 
from  disability 


Always  have  renter's  or  homeowner's 

insurance. 
Always  have  maximum  automobile 

insurance  coverage. 

Eventually  buy  $1  million  liability  insurance. 

Have  adequate  life  insurance  coverage  for 
both  as  well  as  lots  of  financial 
investments  so  the  survivor  would  not 
have  any  financial  worries. 

Buy  sufficient  disability  insurance. 


Maintain  employer-subsidized  medical  insurance 
policy  by  paying  $85  monthly  premium. 

Make  annual  premium  payment  of  $1 10  on 

renter's  insurance  policy. 
Make  quarterly  premium  payments  of  $  1 60  on 

automobile  insurance  policy. 

Rely  on  $100,000  policy  purchased  from  same 
source  as  automobile  insurance  policy. 

Maintain  employer-subsidized  life  insurance  of 

$34,200  on  Belinda. 
Buy  some  life  insurance  for  Harry. 
Start  some  investments. 

Rely  on  sick  days  and  seek  disability 
insurance  through  private  insurers. 


For  Capital  Accumulation 

Tax  fund  Have  enough  money  for  taxes  (but  not 

too  much)  withheld  from  monthly 
salaries  by  both  employers  to  cover 
eventual  tax  liabilities. 


Revolving 
savings  fund 


Emergency  fund 
Education 


Savings 


Investments 


Retirement 


Estate  planning 


Always  have  sufficient  cash  in  local 
accounts  to  meet  monthly  and  annual 
anticipated  budget  expense  needs. 

Build  up  monetary  assets  equivalent 
to  three  months' take-home  pay. 

Maintain  educational  skills  and  credentials 

to  remain  competitive. 
Have  employer  assist  in  paying  for  Belinda  to 

earn  a  master's  in  business  administration  (MBA) 
Have  Harry  complete  a  master's  of  fine  arts 

(MFA),  possibly  a  PhD  in  interior  design. 

Always  have  a  nice-size  savings  balance. 
Regularly  save  to  achieve  goals. 
Save  a  portion  of  any  extra  income  or  gifts. 
Save  $  1 5,000  for  a  down  payment  on  a 
home  to  be  bought  within  five  years. 

Own  substantial  shares  of  a  conservative 

mutual  fund  that  will  pay  dividends 

equivalent  to  about  10  percent  of 

family  income  at  age  45. 
Own  some  real  estate  and  common  stocks. 

Retire  at  age  60  or  earlier  on  an  income 
that  is  the  same  as  the  take-home  pay 
earned  just  before  retirement. 

Provide  for  surviving  spouse. 


Confirm  that  employer  withholding  of  taxes  is 
sufficient.  Have  extra  money  withheld  to  cover 
additional  tax  liability  because  of  income  on 
trust  from  Harry's  deceased  father. 

Develop  cash-flow  calendar  to  ascertain  needs. 
Put  money  into  revolving  savings  fund  to  build  it  up 

quickly  to  the  proper  balance. 
Keep  all  funds  in  interest-earning  accounts. 

Put  $200  per  month  into  an  emergency  fund 
until  it  totals  one  month's  take-home  pay. 

Both  take  one  graduate  class  per  term. 


Save  enough  to  pay  cash  for  a  good-quality  video 

cassette  recorder  (VCR). 
Pay  off  Visa  credit  card  balance  of  $390  soon. 


Start  investing  in  a  mutual  fund  before  next  year. 


Establish  individual  retirement  accounts  (IRAs)  for 

Harry  and  Belinda  before  next  year. 
Select  the  best  retirement  benefit  plan  offered  by 

employer  to  meet  long-term  needs. 

Each  spouse  makes  a  will. 
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Figure  2.1 


Overview  of  Effective  Personal  Financial  Management 


Economic  Data 


Values 
Attitudes 
Lifestyle 

Wants 

Needs 

People 
Human  resources 
Material  resources 

Money 

Wealth 


MANAGERIAL  EFFORTS 

Planning 

Decision  making 

Implementing 

Controlling 

Evaluating 

Coping  and  adapting 

Feedback 

Communication 


Financial  Plans  for 
Risk  Management 


*, 


Achievement 
of  Financial 
Objectives 


Financial  Plans  for 
Capital  Accumulation 


Input 


Throughput  Processing 
or  Transformation 


-►  Output 


An  example  of  a  financial  goal  in  risk  management  is  provided  by  Judy  Vogel 
of  Cincinnati,  Ohio.  Judy  is  a  single  parent  of  two  sons,  aged  8  and  1 1 .  As  a  dance 
instructor,  she  was  concerned  about  the  risk  of  becoming  disabled  and  being 
unable  to  work.  After  considering  the  matter  thoroughly,  Judy  decided  that  a 
long-term  goal  was  to  protect  herself  from  such  losses  until  her  sons  finished  col- 
lege in  approximately  15  years.  Because  her  family  has  limited  resources,  Judy's 
short-term  goal  was  to  spend  less  than  $40  per  month  on  the  necessary  insurance 
coverage.  After  telephoning  three  insurance  agents  to  compare  premium  costs, 
Judy  bought  a  disability  policy  through  her  employer's  group  plan  by  paying  $32 
per  month  out  of  her  $1450  per  month  after-tax  income. 


Informed  Economic  Projections 
Underlie  Effective  Planning 

People  who  make  informed  projections  about  the  economy  are  often  rewarded 
with  favorable  financial  opportunities.  People  should  not  assume  that  "inflation 
will  be  about  the  same  for  the  next  few  years"  or  that  "interest  rates  will  proba- 
bly remain  steady  for  some  time."  For  example,  Laurie  Wesswick  of  Laramie, 
Wyoming,  is  the  owner  of  a  fishing  supply  store.  She  correctly  projected  that 
savings  account  interest  rates  would  decline  during  the  last  economic  recession, 
so  she  put  some  of  her  funds  into  savings  certificates  of  deposit  (CDs)  before 
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rates  declined  from  5.5  percent  to  3.75  percent.  This  decision  enabled  her  to  lock 
in  the  higher  rates  for  three  years.  (Recall  that  strategies  for  assessing  the  econ- 
omy were  covered  in  Chapter  1.) 

Financial  Strategies  Guide  Financial  Behavior 

To  be  successful,  financial  plans  must  have  logical  and  consistent  strategies. 
Financial  strategies  are  preestablished  plans  of  action  to  be  implemented  in  spe- 
cific situations.  For  example,  Carla  Dall,  an  office  manager  for  a  textile  company 
in  Dobson,  North  Carolina,  is  a  conservative  investor.  She  decided  that  her  strat- 
egy would  be  to  sell  most  of  her  corporate  stocks  during  times  of  economic  pros- 
perity when  the  stock  market  peaked  and  buy  stock  when  prices  were  low  dur- 
ing economic  slumps.  This  approach  permitted  Carla  to  "buy  low  and  sell 
high" — a  strategy  recommended  by  financial  advisers.  Financial  strategies  are 
identified  throughout  this  book. 


■I  Describe  financial  state- 
ments, particularly  the  bal- 
ance sheet  and  the  income 
and  expense  statement. 


zff^lixnLt    sW-etr-T" 


Financial  Statements 

Financial  statements  are  compilations  of  personal  financial  data  designed  to 
communicate  information  on  money  matters.  They  are  used — often  along  with 
other  financial  data — to  indicate  the  financial  condition  of  an  individual  or  fam- 
ily. The  two  most  useful  statements  are  the  balance  sheet  and  the  income  and 
expense  statement. 

A  balance  sheet  (or  net  worth  statement)  describes  an  individual's  or  fam- 
ily's financial  condition  on  a  specified  date  (often  January  1),  showing  assets,  lia- 
bilities, and  net  worth.  It  gives  a  current  status  report  as  of  a  certain  date  and  pro- 
vides information  on  what  you  own,  what  you  owe,  and  the  net  result  if  all  debts 
w^re  paid  off.  For  example,  if  your  balance  sheet  shows  that  you  have  a  large  cash 
balance,  you  can  take  action  to  achieve  goals  that  require  ready  cash.  An  income 
and  expense  (or  cash-flow)  statement  lists  and  summarizes  income  and  expense 
transactions  that  have  taken  place  over  a  specific  period  of  time,  such  as  a  month 
or  a  year.  It  tells  you  where  your  money  came  from  and  where  it  went. 


The  Balance  Sheet 

If  you  are  serious  about  your  financial  success,  then  you  need  to  sit  down  today 
with  pencil  and  paper  to  see  exactly  where  you  stand  as  indicated  by  your  bal- 
ance sheet — the  value  of  what  you  own  minus  what  you  owe.  Your  balance  sheet 
should  be  updated  at  least  once  each  year.  The  information  can  then  be  com- 
pared with  that  on  previous  balance  sheets  to  determine  your  financial  progress 
and  provide  directions  for  future  planning. 

Components  of  the  Balance  Sheet  A  balance  sheet  contains  three  parts:  assets, 
liabilities,  and  net  worth.  Your  assets  include  everything  you  own  that  has  mon- 
etary value.  Your  liabilities  are  your  debts — what  you  owe  to  others.  Your  net 
worth  is  the  dollar  amount  left  when  what  is  owed  is  subtracted  from  the  dollar 
value  of  what  is  owned — that  is,  when  liabilities  are  subtracted  from  assets.  Your 
net  worth  should  grow  at  a  rate  at  least  equal  to  the  rate  of  inflation. 
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What  Is  Owned — Assets  The  asset  section  of  the  balance  sheet  identifies  things 
valued  at  their  fair  market  value — what  a  willing  buyer  would  pay  a  willing 
seller,  notamounts  originally  paid.  It  is  useful  to  classify  assets  as  monetary,  tan- 
gible, or  investment  assets. 

Monetary  assets  (also  known  as  liquid  assets)  include  cash  and  near-cash 
items  that  can  be  readily  converted  to  cash.  They  are  primarily  used  for  mainte- 
nance of  living  expenses,  emergencies,  savings,  and  payment  of  bills. 

Tangible  (or  use)  assets  are  physical  items  that  have  fairly  long  lifespans  and 
could  be  sold  to  raise  cash  but  whose  primary  purpose  is  to  provide  maintenance 
of  one's  lifestyle  (e.g.,  a  car).  Tangible  assets  generally  depreciate  in  value  over 
time. 

Investment  assets  (also  known  as  capital  assets)  include  tangible  and  intan- 
gible items  acquired  for  the  monetary  benefits  they  provide,  such  as  generating 
additional  income  and  increasing  in  value.  Successful  financial  planning  gener- 
ally requires  diversification  of  investment  assets  by  putting  money  in  a  variety 
of  investments  (such  as  real  estate,  stocks,  bonds,  and  mutual  funds).  If  one 
investment  does  not  perform  well,  the  others  are  available  to  maintain  the  over- 
all value.  Investment  assets  generally  appreciate  and  are  dedicated  to  the  main- 
tenance of  one's  future  level  of  living. 

Examples  of  each  kind  of  asset  are  described  next. 

Monetary  Assets 

•  Cash  (including  cash  on  hand,  checking  accounts,  savings  accounts,  savings 
bonds,  certificates  of  deposit,  and  money  market  accounts) 

•  Tax  refunds  due 

•  Money  owed  to  you  by  others 

Tangible  Assets 

•  Automobiles,  motorcycles,  boats,  bicycles 

•  House,  mobile  home,  condominium 

•  Household  furnishings  and  appliances 

•  Personal  property  (jewelry,  furs,  tools,  clothing) 

•  Other  "big  ticket"  items 

Investment  Assets 

•  Stocks,  bonds,  mutual  funds,  gold,  partnerships,  art,  IRAs 

•  Life  insurance  and  annuities  (cash  values  only) 

•  Real  estate  investments 

•  Personal  and  employer-provided  pension  and  retirement  plans 

What  Is  Owed — Liabilities  The  liabilities  section  of  the  balance  sheet  includes 
items  that  reflect  debts  owed,  including  both  personal  and  business-related 
debts.  The  debt  could  be  either  a  short-term  (or  current)  liability  (an  obligation 
to  be  paid  off  within  one  year)  or  a  long-term  liability  (an  obligation  to  be  paid 
off  in  a  time  period  longer  than  one  year).  To  ensure  accuracy,  be  sure  to  include 
all  debt  obligations.  Examples  of  items  to  include  in  the  liabilities  section  of  a 
balance  sheet,  with  some  suggested  subheadings,  are  as  follows: 

Short-Tertn  Liabilities 

•  Personal  loans  (owed  to  other  persons) 

•  Credit  card  charge  accounts,  travel  and  entertainment  credit  cards 
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•  Insurance  premiums  due 

•  Professional  services  unpaid  (doctors,  dentists,  chiropractors,  lawyers) 

•  Rent  due  but  unpaid 

•  Taxes  unpaid 

Long-Term  Liabilities 

•  Automobile  or  other  installment  loan  balances 

•  Home  mortgage  balance 

•  Education  loan  balance 

•  Personal  loan  balance 

Net  Worth — What  Is  Left     Net  worth  is  determined  mathematically  by  sub- 
tracting liabilities  from  assets,  as  indicated  in  the  net  worth  formula  (2.1): 

Net  worth   =   assets  -  liabilities  (2.1) 


or 


Net  worth   =   what  is  owned  -  what  is  owed 


This  formula  assumes  that  if  you  converted  all  assets  to  cash  and  paid  all  liabil- 
ities, the  remaining  cash  would  be  your  net  worth.  The  only  way  to  increase  net 
worth  is  to  spend  less  than  one's  income.  To  get  ahead  in  your  personal  finances, 
you  must  save  and  invest. 

Sample  Balance  Sheets  The  balance  sheet  serves  as  a  statement  of  the  assets 
and  liabilities  of  a  family,  individual,  or  a  business  on  a  specified  date.  The  total 
assets  on  a  balance  sheet  must  equal  the  total  of  the  liabilities  plus  the  net  worth. 


Table  2.2 


Balance  Sheet  for  a  College  Student 

Bill  Soshnik,  January  1 

,2000 

Dollars 

Percent 

ASSETS 

Cash  on  hand 

$      85 

1.4 

Checking  account 

335 

5.5 

Savings  account 

800 

13.2 

Personal  property* 

1240 

20.5 

Automobile 

3600 

59.4 

Total  assets 

$6060 

100.0 

LIABILITIES 

Telephone  bill  past  due 

$     70 

1.0 

Bank  loan — automobile 

3130 

51.7 

College  loan 

1000 

16.5 

Government  educational  loan 

2500 

41.3 

Total  liabilities 

$6700 

110.6 

Net  worth 

($640) 

(10.6) 

Total  liabilities  and  net  worth 

$6060 

100.0 

*  At  fair  market  value,  schedule  includes  clothes,  $800;  dresser,  $50;  television,  $  1 50;  chair,  $30;  table,  $40;  desk,  $  1 20;  and 
dishes/tableware,  $50. 
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Thus,  both  sides  must  balance,  resulting  in  the  name  "balance  sheet."  The 
amount  of  detail  shown  on  a  balance  sheet  depends  on  the  person  or  family  for 
whom  it  is  prepared.  Accuracy  and  sufficiency  are  the  keys.  You  must  decide  how 
much  to  include  to  show  your  financial  condition  accurately  on  a  given  date. 

The  balance  sheets  shown  in  Tables  2.2  and  2.3  reflect  the  degree  of  detail 
that  might  be  included  for  a  traditional  college  student  and  a  couple  with  two 
children,  respectively.  Notice  that  Table  2.2  includes  very  few  items.  This  pattern 


Table  2.3 

Balance  Sheet  for  a  Couple  with  Two  Children 

Victor  and  Maria  Hernandez,  January  1 ,  2000 

Dollars 

Percent 

ASSETS 

Monetary  assets 

Cash  on  hand 

$      260 

0.12 

Savings  accounts 

1,500 

0.71 

Victor's  checking  account 

600 

0.29 

Maria's  checking  account 

700 

0.33 

Tax  refund  due 

700 

0.33 

Rent  receivable 

660 

0.31 

$    4,420 

2.1 

Tangible  assets 

Home 

$76,000 

36.2 

Personal  property 

9,000 

4.3 

Automobile 

11,500 

5.5 

Total  tangible  assets 

$  96,500 

46.0 

Investment  assets 

Fidelity  mutual  fund 

$  4,500 

2.1 

Scudder  mutual  fund 

5,000 

2.4 

General  Motors  stock 

2,800 

1.3 

New  York  2006  bonds 

1,000 

0.4 

Life  insurance  cash  value 

5,400 

2.6 

IRA 

6,300 

3.0 

Real  estate  investment 

84,000 

40.0 

Total  investment  assets 

$109,000 

51.9 

Total  Assets 

$209,920 

100.0 

LIABILITIES 

Short-term  liabilities 

Dentist  bill 

$      120 

0.01 

Credit  card  debt 

1,545 

0.01 

Total  short-term  liabilities 

$    1,665 

0.01 

Long-term  liabilities 

Sales  finance  company:  automobile 

7,700 

3.7 

Savings  and  loan:  real  estate 

92,000 

43.8 

Total  long-term  liabilities 

$  99,700 

47.5 

$101,365 

48.3 

Net  worth 

$108,555 

51.7 

Total  Liabilities  and  Net  Worth 

$209,920 

100.0 
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is  typical  of  single  persons  who  have  not  acquired  many  objects  of  value. 
Observe  also  the  excess  of  liabilities  over  assets.  This  situation  is  not  unusual  for 
college  students,  for  whom  debts  often  seem  to  grow  much  faster  than  assets.  In 
such  an  example,  the  person  is  technically  insolvent  because  he  or  she  has  a 
negative  net  worth.  When  students  graduate  and  take  on  full-time  jobs,  typically 
their  balance  sheets  change  dramatically  after  a  few  years.  The  balance  sheet  in 
Table  2.3  shows  greater  detail  and  more  items,  reflecting  the  increasing  financial 
complexity  that  occurs  at  later  stages  in  a  person's  life. 

Information  Sources  for  the  Balance  Sheet  To  construct  a  balance  sheet,  you 
need  to  compile  dollar  values  for  your  assets  and  liabilities.  Your  checkbook,  sav- 
ings account  records,  and  receipts  of  various  payments  and  investments  will  be 
good  sources  from  which  to  begin.  You  may  have  to  estimate  approximate  dol- 
lar values  for  household  furnishings,  jewelry,  and  personal  belongings.  Remem- 
ber to  value  such  items  at  their  fair  market  value.  The  dollar  values  of  homes, 
automobiles,  investments,  life  insurance,  and  other  cash  items  can  be  calculated 
more  precisely.  The  degree  of  precision  used  to  determine  the  values  of  assets 
depends  on  the  purpose  and  use  of  a  balance  sheet.  In  most  cases,  your  judg- 
ment will  suffice,  and  detailed  estimates  are  unnecessary.  Many  people  find  it 
useful  to  make  a  detailed  list  or  schedule  of  items  summarized  on  the  balance 
sheet  (as  illustrated  in  the  footnote  to  Table  2.2),  because  it  helps  them  identify 
the  fair  market  values. 

The  Income  and  Expense  Statement 

lY\c&vK  t  eH-^-ei^^Z  Xhe  income  and  expense  (or  cash-flow)  statement  is  very  different  from  a  bal- 

<b^-cJre*"<'"^'T~ '  ance  sheet.  Whereas  the  balance  sheet  shows  your  financial  condition  at  a  sin- 

-,  gle  point  in  time,  the  income  and  expense  statement  summarizes  the  total 

amounts  that  have  been  received  and  spent  over  a  time  period,  such  as  the  pre- 
7-.  C-i-^i-^  ,c^  vious  year.  The  income  and  expense  statement,  therefore,  shows  whether  you 

h     rtcV  fioJ*\(*"T.(  on  A  were  able  to  live  within  your  income  during  that  time  period. 

DC-    1    i    \   £,c_  An  income  and  expense  statement  includes  three  sections:  income  (total 

income  received),  expenses  (total  expenditures  made),  and  net  income  or  net 

gain  (total  income  minus  total  expenses  where  income  exceeds  expenses)  or  net 

loss  (where  expenses  exceed  income). 

Income  You  may  think  of  income  as  only  what  is  earned  from  salaries  or  wages. 
Many  other  types  of  income  exist  that  you  should  also  include  on  an  income 
and  expense  statement,  however,  such  as  the  following: 

iKUfeftt'    r\v?-e   Tko^-v  ^vvvf     •  Bonuses  and  commissions 

r     .  „  „  i  -^  •  Child  support  and  alimony 

•  Public  assistance 

•  Social  Security  benefits 

•  Pension  and  profit-sharing  income 

•  Scholarships  and  grants 

•  Interest  and  dividends  received  (from  saving  accounts,  investments,  bonds, 
or  loans  to  others) 
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•  Income  from  the  sale  of  assets 

•  Other  income  (gifts,  tax  refunds,  rent,  royalties) 

Expenses  All  expenditures  made  during  the  period  covered  by  the  income  and 
expense  statement  should  be  included  in  the  expense  section.  The  number  and 
type  of  expenses  shown  will  vary  for  each  individual  and  family.  Many  people 
categorize  expenses  according  to  whether  they  are  fixed  or  variable.  Fixed 
expenses  are  usually  paid  in  the  same  amount  during  each  time  period;  they  are 
often  contractual.  Examples  of  such  expenses  include  rent  payments  and  auto- 
mobile installment  loans.  It  is  usually  difficult — but  not  impossible — to  reduce  a 
fixed  expense. 

Variable  expenses  are  expenditures  over  which  an  individual  has  consider- 
able control.  Food,  entertainment,  and  clothing  are  variable  expenses,  for  exam- 
ple. Note  that  some  categories,  such  as  savings,  can  be  listed  twice,  as  both  fixed 
and  variable  expenses.  Rather  than  use  fixed  and  variable  expenses  categories, 
you  might  separate  expenditures  into  savings/investments,  debts,  insurance, 
taxes,  and  household  expenses.  The  following  are  examples  of  fixed  and  variable 
expenses  that  you  might  include  in  an  income  and  expense  statement: 

Fixed  Expenses 

•  Savings  and  investments  (regular,  fixed  deposits) 

•  Pension  contributions  (employer's  plan,  IRA) 

•  Housing  (rent,  mortgage,  loan  payment) 

•  Automobile  (installment  payment,  lease) 

•  Insurance  (life,  health,  liability,  disability,  renter's,  homeowner's, 
automobile) 

•  Installment  loan  payments  (appliances,  furniture) 

•  Taxes  (federal  income,  state  income,  local  income,  real  estate,  Social  Security, 
and  personal  property) 

Variable  Expenses 

Meals  (at  home  and  away) 

Utilities  (electricity,  water,  gas,  telephone) 

Transportation  (gasoline  and  maintenance,  licenses,  registration,  public 
transportation) 

Medical  expenses 

Child  care  (nursery,  baby-sitting) 

Clothing  and  accessories  (jewelry,  shoes,  handbags,  briefcases) 

Snacks  (candy,  soft  drinks,  other  beverages) 

Education  (tuition,  fees,  books,  supplies) 

Household  furnishings  (furniture,  appliances,  curtains) 

Cable  television  (beyond  basic  services) 

Personal  care  (beauty  shop,  barbershop,  cosmetics,  dry  cleaner) 
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•  Entertainment  and  recreation  (hobbies,  socializing,  health  club,  tapes/CDs, 
videotape  rentals,  movies) 

•  Contributions  (gifts,  church,  school,  charity) 

•  Vacations  and  long  weekends 

•  Credit  card  payments 

•  Savings  and  investments 

•  Miscellaneous  (postage,  books,  magazines,  newspapers,  personal  allowances, 
domestic  help,  membership  fees) 

There  is  no  rigid  list  of  categories  to  be  used  in  the  expense  section,  but  you 
do  need  to  classify  all  expenditures  in  some  way.  The  more  specific  your  cate- 
gories, the  richer  your  understanding  of  your  outlays. 

Net  Gain  (Loss)  The  net  gain  (loss)  section  shows  the  amount  remaining  after 
you  have  itemized  income  and  subtracted  expenditures  from  income,  as  illus- 
trated by  the  following  calculations  of  the  net  gain  (loss)  formula  (2.2).  (A  busi- 
ness would  term  this  amount  as  net  profit  or  net  loss.) 

Net  gain  (loss)    =    total  income   -   total  expenses  (2.2) 

$1100  net  gain    =     $12,500   -    $11,400 


or 


($800  net  loss)    =     $14,900   -    $15,700 


It  is  important  to  strive  to  have  a  net  gain  rather  than  a  net  loss.  A  net  gain 
demonstrates  that  you  are  managing  your  financial  resources  successfully  and  do 
not  have  to  use  savings  or  borrow  to  make  financial  ends  meet.  When  the  sub- 
traction shows  a  net  gain,  that  amount  is  then  available  (in  your  checking  and 
savings  accounts)  to  spend,  save,  or  invest. 

Sample  Income  and  Expense  Statements  Income  and  expense  statements  vary 
in  detail  depending  on  who  prepares  the  statement.  Tables  2.4  and  2.5  show 
income  and  expense  statements  for  a  college  student  and  a  couple  with  two  chil- 
dren, respectively.  Table  2.5  on  page  40  vividly  illustrates  the  additional  income 
needed  to  rear  children  and  shows  the  increased  variety  of  expenditures  that 
reflect  a  family's  (rather  than  an  individual's)  lifestyle.  As  a  person  earns  more 
income,  the  income  and  expense  statement  usually  becomes  more  involved  and 
detailed. 

Information  Sources  for  the  Income  and  Expense  Statement  Every  check  writ- 
ten, every  receipt  received,  every  payment  made,  and  every  earnings  payment 
received  represent  sources  of  information  to  be  included  in  the  income  and 
expense  statement.  Because  the  statement  is  a  financial  summary,  the  transac- 
tion data  are  taken  from  many  sources.  Some  original  sources  of  information 
include  pay  records,  canceled  checks,  receipts,  invoices,  and  bills  marked  paid. 

Of  course,  if  you  keep  poor  records  and  save  few  documents,  it  will  be  diffi- 
cult to  prepare  a  sufficiently  detailed  income  and  expense  statement.  Several 
helpful  examples  of  keeping  detailed  and  accurate  income  and  expense  infor- 
mation appear  later  in  this  chapter,  in  the  section  entitled  "Financial  Record- 
keeping." 
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Table  2.4 


Income  and  Expense  Statement  for  a  College  Student 

Bill  Soshnik, 

January  1  -December  3 1 ,  2000 

Percent 

INCOME 

Wages  (after  withholding) 

$4,650 

39.7 

Scholarship 

1,750 

14.9 

Government  grant 

2,500 

21.3 

Government  loan 

2,600 

22.2 

Tax  refund 

110 

0.9 

Loan  from  parents 

100 

0.9 

Total  Income 

$11,710 

100.0 

EXPENSES 

Room  rent  (includes  utilities) 

$1,500 

12.8 

Laundry 

216 

1.8 

Food 

1,346 

11.5 

Automobile  loan  payments 

1,292 

11.0 

Automobile  insurance 

422 

3.6 

Books  and  supplies 

932 

8.0 

Tuition 

3,160 

27.0 

Telephone 

282 

2.4 

Clothing 

475 

4.1 

Gifts 

300 

2.6 

Automobile  expenses 

600 

5.1 

Health  insurance 

102 

0.9 

Recreation  and  entertainment 

360 

3.1 

Taxes  (Social  Security) 

356 

3.0 

Personal  expenses 

300 

2.6 

Total  Expenses 

$11,643 

Net  Gain  (available  to  spend,  save 

and  invest) 

$67 

0.5 

J    Use  financial  ratios  to 
evaluate  your  financial 
strength  and  progress. 


Financial  Ratios 

Financial  ratios  are  objective  numerical  calculations  designed  to  simplify  mak- 
ing judgmental  assessments  of  financial  strength  over  time.  These  ratios  can 
serve  as  yardsticks  to  help  manage  financial  resources  more  effectively  and  to 
develop  spending  and  credit-use  patterns  consistent  with  your  goals.  The  first 
ratio  that  we  will  discuss  pertains  to  liquidity,  the  next  three  provide  insight  into 
the  burden  of  debt,  and  the  last  ratio  illustrates  progress  toward  building  wealth. 
Evaluate  each  ratio  in  light  of  the  peculiarities  of  each  individual  and  family  cir- 
cumstance, considering  such  factors  as  stage  in  the  life  cycle,  marital  status,  and 
financial  goals.  Calculators  for  these  ratios  can  be  found  on  the  Garman/Forgue 
Web  site. 
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Table  2.5 


Income  and  Expense  Statement  for  a  Couple  with  Two  Children 

Victor  and  Maria  Hernandez,  January  1 -December  31,2000 

Dollars 

INCOME 

Victor's  gross  salary  $33,1 80 

Maria's  salary  (part-time)  8,500 

Interest  and  dividends  1,800 

Bonus  600 

Tax  refunds  200 

Rental  income  7,720 
Total  Income                                                                                     $52,000 

EXPENSES 

Fixed  expenses 

Mortgage  loan  and  real  estate  taxes  $1 2,000 

Homeowner's  insurance  460 

Automobile  loan  payments  4,400 

Automobile  insurance  and  registration  891 

Life  insurance  1,200 

Medical  insurance  1,580 

Savings  at  credit  union  360 

Federal  income  taxes  4,500 

State  income  taxes  1 ,400 

City  income  taxes  220 

Social  Security  taxes  3,234 

Personal  property  taxes  950 
Total  fixed  expenses                                                                         $31,195 

Variable  expenses 

Food  $  5,900 

Utilities  1,800 

Gasoline,  oil,  and  repairs  2,700 

Medical  expenses  1,425 

Medicines  165 

Clothing  and  upkeep  2,160 

Church  1,200 

Gifts  600 

Personal  allowances  1 ,1 60 

Children's  allowances  480 

Miscellaneous  270 

Total  variable  expenses  $1 7,860 

Total  Expenses  $49,055 

Net  Gain  (available  to  spend,  save,  and  invest)  $2,945 


Percent 

63.8 

16.3 
3.5 
1.2 
0.4 

14.8 
100.0 


23.1 

0.9 
8.5 
1.7 
2.3 
0.3 
0.7 
8.7 
2.7 
0.4 
6.2 
1.8 
60.0 

11.3 
3.5 
5.2 
2.7 
0.3 
4.2 
2.3 
1.2 
2.2 
0.9 
0.5 
34.3 
94.3 
5.7 
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Basic  Liquidity  Ratio 

Liquidity  is  the  speed  and  ease  with  which  an  asset  can  be  converted  to  cash. 
One  useful  financial  yardstick  is  the  basic  liquidity  ratio,  which  reveals  the 
number  of  months  a  household  could  continue  to  meet  its  expenses  from  mon- 
etary assets  after  a  total  loss  of  income.  For  example,  compare  the  monetary 
assets  on  the  balance  sheet  for  Victor  and  Maria  Hernandez  in  Table  2.3  ($4420) 
with  their  monthly  expenses  in  Table  2.5  ($49,055  +  12  =  $4088)  using  Equa- 
tion (2.3): 

monetary  (liquid)  assets 

Basic  liquidity  ratio  =    t-i — (2.3) 

^  monthly  expenses 

$4420 
$4088 

-     1.08 

This  financial  ratio  suggests  that  the  Hernandezes  have  insufficient  monetary 
assets,  able  to  support  them  for  only  slightly  more  than  one  month  (1.08)  if  they 
faced  a  loss  of  income.  Researchers  at  the  University  of  Texas  found  that  experts 
recommend  that  people  should  have  monetary  assets  equal  to  three  months' 
expenses  in  emergency  cash  reserves.  Of  course,  the  exact  amount  of  monetary 
assets  necessary  depends  on  your  family  situation  and  your  job.  A  smaller 
amount  may  be  sufficient  for  your  needs  if  you  have  adequate  income  protec- 
tion through  an  employee  benefit  program,  are  employed  in  a  job  that  is  defi- 
nitely not  subject  to  layoffs,  or  have  a  spouse  who  works  outside  the  home. 
Households  dependent  on  the  income  from  a  self-employed  person  with  fluctu- 
ating income  need  a  larger  emergency  cash  reserve. 


Debt-to-Asset  Ratio 

The  debt-to-asset  ratio  compares  total  assets  with  total  liabilities  and  is  a  broad 
measure  of  a  household's  financial  liquidity.  It  measures  solvency  and  ability  to 
pay  debts,  as  shown  in  Equation  (2.4).  Calculations  based  on  the  figures  in  the 
Hernandez's  balance  sheet  (Table  2.3)  show  that  the  couple  has  ample  assets 
compared  with  their  debts  because  they  owe  only  48  percent  of  what  they  own. 
(Reversing  the  mathematics  shows  that  they  own  2  times  what  they  owe.) 

rv  u  *  total  debt  ,~  .. 

Debt-to-asset  ratio    =    : (2.4) 

total  assets 

$101,365 
$209,920 

=     0.48 

If  you  owe  more  than  you  own,  then  you  are  technically  insolvent.  While  your 
current  income  may  be  sufficient  to  pay  your  current  bills,  you  still  do  not  have 
enough  assets  to  cover  all  of  your  debts.  Many  people  in  such  situations  seek 
credit  counseling,  and  some  eventually  declare  bankruptcy.  (These  topics  are  dis- 
cussed in  Chapter  7,  "Planned  Borrowing.") 
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Debt  Service-to-income  Ratio 

The  debt  service-to-income  ratio  provides  an  incisive  view  of  the  total  debt  bur- 
den of  an  individual  or  family  by  comparing  the  dollars  spent  on  gross  annual 
debt  repayments  (including  mortgages)  with  gross  annual  income.  Using  data  in 
Table  2.5,  Equation  (2.5)  shows  that  the  Hernandez's  $16,400  in  annual  loan 
repayments  ($12,000  for  the  mortgage  loan  and  $4400  for  the  automobile  loan) 
amount  to  31.5  percent  of  their  $52,000  annual  income.  A  ratio  of  0.36  or  less 
indicates  that  gross  income  is  adequate  to  make  debt  repayments  including 
housing  costs  and  implies  that  one  has  some  flexibility  in  budgeting  for  other 
expenses.  This  ratio  should  decrease  as  you  grow  older. 

annual  debt  repayments 

Debt  service-to-income  ratio   =     : (2.5) 

gross  income  v      ' 

$16,400 
$52,000 

=      31.5% 


Investment  Assets-to-Net  Worth  Ratio 

The  investment  assets-to-net  worth  ratio  compares  the  value  of  investment 
assets  with  net  worth.  This  ratio  reveals  how  well  an  individual  or  family  is 
advancing  toward  their  financial  goals  for  capital  accumulation.  Inserting  the 
data  from  their  balance  sheet  in  Table  2.3  into  Equation  (2.6)  shows  that  the  Her- 
nandezes have  a  ratio  of  1.0.  Thus,  100  percent  of  their  net  worth  is  made  up  of 
investment  assets,  an  excellent  proportion  for  this  stage  in  their  lives. 
Researchers  at  the  University  of  Texas  found  that  experts  recommend  50  percent 
or  higher.  Younger  people  often  have  an  investment  assets-to-net  worth  ratio  of 
less  than  20  percent,  primarily  because  they  have  few  investments. 

i        *        ..        *   *        *        t.      t.  investment  assets  ,_  ,, 

Investment  assets-to-net  worth  ratio   =     : (2.6) 

net  worth 

$109,000 


$108,555 
=     1.0 


Other  Ways  to  Assess  Financial  Progress 

In  addition  to  calculating  financial  ratios,  you  can  use  data  from  your  balance 
sheets  and  income  and  expense  statements  to  analyze  your  finances.  Consider 
the  assets  listed  on  the  balance  sheet  for  Victor  and  Maria  Hernandez  in  Table 
2.3.  Do  they  have  too  few  monetary  assets  compared  with  tangible  and  invest- 
ment assets?  Many  experts  recommend  that  15  to  20  percent  of  your  assets  be  in 
monetary  form,  and  that  this  proportion  increase  as  you  near  retirement.  Do  you 
have  too  much  invested  in  one  asset,  or  have  you  diversified,  like  the  Hernan- 
dezes? Have  your  balance  sheet  figures  changed  in  a  favorable  direction  since  last 
year?  And,  of  course,  are  you  making  progress  toward  achieving  your  financial 
goals? 
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Examine  your  income  figures  to  see  what  proportion  comes  from  labor  com- 
pared with  the  share  that  comes  from  investments.  As  demonstrated  in  Table  2.5 
for  the  Hernandezes,  most  people  desire  to  have  a  growing  proportion  of  income 
from  investments.  Twenty  percent  is  an  achievable  goal  for  many  persons. 

In  the  expense  area,  it  is  vital  to  ask,  "Am  I  spending  money  where  I  really 
want  to?"  In  which  categories  could  you  reduce  expenses?  In  which  categories 
could  you  increase  income?  The  Hernandezes,  for  example,  might  consider 
increasing  the  amount  they  set  aside  for  savings  and  investments. 


■1  Identify  the  purposes 
and  methods  of  financial 
recordkeeping. 


Financial  Recordkeeping 


Records  and  documents  of  all  types  follow  us  throughout  our  lives.  The  Internal 
Revenue  Service  (IRS)  expects  people  to  maintain  financial  records  for  tax  report- 
ing, and  banks  encourage  customers  to  keep  a  record  of  check  writing.  Your 
financial  records  will  help  determine  where  you  are,  where  you  have  been,  and 
something  about  where  you  are  going  in  a  financial  sense.  Good  records  can  also 
help  you  avoid  penalties  for  overlooking  financial  obligations  and  running  up 
needless  credit  charges.  In  addition,  organized  records  permit  easier  fact  gather- 
ing when  it  is  time  to  file  income  taxes.  They  enable  you  to  review  the  results  of 
financial  transactions  as  well  as  permit  other  family  members  to  find  them  in 
your  absence.  Having  accessible,  organized,  and  complete  financial  records  is  a 
prerequisite  for  effective  financial  management.  It  also  takes  less  time  to  update 
and  maintain  good  records  than  poor  ones. 


Original  Source  Records 

Original  source  records  are  formal  documents  that  provide  a  record  of  personal 
financial  activities.  Cash  and  credit  receipts,  canceled  checks  and  receipts  from 
bank  deposits,  individual  retirement  account  (IRA)  documents,  insurance  poli- 
cies, and  photocopies  of  filed  income  taxes  are  examples  of  original  source 
records.  You  can  use  original  source  records  to  show  the  IRS,  for  example,  that 
claims  for  a  tax-deductible  expenditure  are  justified,  to  document  the  price  of  a 
product  purchased,  or  to  demonstrate  ownership  of  an  automobile  by  displaying 
the  title.  The  primary  reason  for  keeping  records  of  any  kind  is  to  have  the  infor- 
mation available  for  some  future  purpose.  Table  2.6  shows  categories  of  financial 
records  and  the  contents  that  might  be  included  in  each. 


Safeguarding  Financial  Records 

It  does  little  good  to  keep  records  and  then  run  the  risk  that  they  will  be  mis- 
placed, stolen,  or  lost  through  fire  or  other  causes.  Methods  used  to  safeguard 
records  need  not  be  elaborate  or  expensive.  A  desk  drawer,  a  ring  binder,  a  box,  a 
portable  file,  an  expandable  paper  or  cardboard  file,  or  an  inexpensive  paper- 
board  file  box  are  examples  of  places  to  maintain  records.  More  elaborate  equip- 
ment to  safeguard  records,  such  as  a  fire-resistant  file  cabinet  or  a  safe,  can  ensure 
an  even  higher  degree  of  safety.  Some  records — such  as  investment  documents, 
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Table  2.6 


Financial  Records:  Categories  and  Contents 


. 


ategory 


Financial  plans 


In  Home  File 


Contents 


Copy  of  written  financial  plans  and  revisions 
Balance  sheets  and  income  statements 
List  of  safe-deposit  box  contents 
Names  and  addresses  of  all  financial 

advisers  and  institutions  where  you  have 

accounts 


In  Safe-Deposit  Box 


Names  and  addresses  of  your  financial 
planner  and  all  financial  institutions 
Copy  of  financial  plans 


Financial  services 


Checkbook 

Unused  checks 

Bank  statements 

Savings  passbooks 

Location  information  and  number  of 

safe-deposit  box 
Deposit,  withdrawal,  and  transfer  slips 
Records  of  the  purchase  of  securities  not  yet  sold 


List  of  checking  and  savings  account 

numbers 
Savings  certificates 


Budgeting 


Annual  budget 

Deadlines  and  expiration  dates  for  such 

things  as  certificates  of  deposit 
Annual  cash-flow  statement 
Current  budget  control  sheet 
Old  budget  control  sheets 
List  of  short-  and  medium-term  budget  goals 


Copy  of  annual  budget 


Insurance 


Original  insurance  policies 

List  of  insurance  premium  amounts 

and  due  dates 
Calculation  of  life  insurance  needs 
Automobile  insurance  policy 
Health  insurance  booklet  explaining 

coverage 
Health  insurance  claim  forms 
Historical  medical  information  on  family  members 
Receipts  for  payment  of  premiums 


List  of  insurance  policy  numbers 
Photographs  or  videotape  of  all  personal 
property 


Housing 


Copies  of  legal  documents  (lease, 
mortgage,  deed,  title  insurance, 
termite  inspections,  etc.) 


Mortgage  papers,  deed,  lease 


Contributions 


Receipts  and  canceled  checks 

Correspondence 

Log  of  any  volunteer  expenses 


Papers  pertaining  to  expensive  gifts 


Taxes 


Receipts  for  tax-deductible  costs,  such  as 
medical  expenses,  real  estate  and  personal 
property  taxes,  charitable  contributions, 
and  miscellaneous  expenses 


Copies  of  income  tax  forms  and 
documentation  for  last  six  years 

Records  of  all  retirement  plan 
transactions 
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insurance  policies,  birth  certificates,  school  records,  marriage  licenses,  and  items 
proving  ownership — are  clearly  more  valuable  than  others.  Safe-deposit  boxes  are 
available  to  protect  these  records.  Safe-deposit  boxes  are  secured  lockboxes  avail- 
able for  rent  in  banks  and  are  very  safe  from  theft,  fire,  and  other  catastrophes. 
By  design,  two  keys  must  be  used  to  open  the  box.  The  customer  keeps  one  key, 
and  the  bank  holds  the  other.  You  can  make  arrangements  for  a  safe-deposit  box 
by  requesting  one  from  a  bank  official,  completing  the  required  signature  cards, 
and  paying  a  small  annual  fee  ($15  to  $300). 

Another  location  in  which  to  store  papers  or  records  is  a  secure  spot  at  your 
place  of  employment.  Many  people  keep  duplicates  of  important  records  at  their 
workplace,  since  the  likelihood  of  records  at  home  and  in  the  office  being  stolen 
or  destroyed  simultaneously  is  very  small. 


J    Describe  the  use  of 
computer  software  in  per- 
sonal financial  planning. 


Using  Computer  Software  in  Personal  Financial  Planning 

Using  computer  software  in  personal  finance  offers  many  benefits.  Laborious  cal- 
culations are  sharply  reduced,  banking  transactions  can  be  performed  with  auto- 
matic updating  of  financial  records,  the  balance  sheet  and  income  and  expense 
statements  are  automatically  updated  when  transactions  occur,  and  financial 
plans  can  be  developed. 

Many  people  use  a  computer  to  help  manage  their  personal  finances.  A  soft- 
ware program  that  costs  less  than  $50  can  be  used  to  create  a  financial  plan,  cal- 
culate how  much  interest  you  will  save  by  paying  down  debts,  obtain  a  copy  of 
your  credit  report,  remind  you  when  bills  are  due,  figure  your  income  taxes,  and 
calculate  your  retirement  needs.  Some  programs  provide  free  or  low-cost  on-line 
services  (including  stock  and  mutual  fund  quotes),  identify  which  stocks  and 
mutual  funds  meet  your  criteria,  monitor  your  investment  portfolio,  and  calcu- 
late your  investments'  total  returns.  Quicken  and  Microsoft  are  the  most  popu- 
lar vendors  of  personal  finance  software. 


0 


Explain  how  to  choose 
among  the  various  types 
of  professional  financial 
planners. 


What  to  Know  about  Professional  Financial  Planning 

Information  and  counseling  about  specific  aspects  of  personal  finance,  such  as 
income  taxes,  credit,  insurance,  investments,  and  estate  planning,  are  available 
from  financial  publications,  nonprofessional  advisers,  and  professional  financial 
planners.  A  professional,  such  as  a  family  lawyer,  accountant,  insurance  agent, 
credit  counselor,  or  stockbroker,  can  help  you  within  his  or  her  special  area  of 
expertise.  But,  such  people  usually  do  not  have  the  broad  education  required  to 
develop  a  thorough  financial  plan.  Many  providers  of  financial  services,  such  as 
banks  and  insurance  companies,  offer  computer-generated  financial  plans. 
Typically  these  plans  are  based  on  information  obtained  from  a  questionnaire 
filled  out  by  the  customer.  The  fee  for  this  service,  if  any,  depends  on  the  depth 
of  the  plan  and  the  degree  to  which  it  is  supplemented  by  a  series  of  personal 
consultations  between  the  customer  and  a  financial  adviser. 

Individuals  with  an  annual  income  of  $50,000  or  more  should  consider  sup- 
plementing their  own  knowledge  of  personal  finance  with  the  expertise  of  a  pro- 
fessional financial  planner  who  possesses  appropriate  certifications.  An  estimated 
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500,000  people  call  themselves  financial  planners,  although  many  are  really 
nothing  more  than  salespersons  for  insurance,  stocks,  tax  shelters,  income  tax 
preparation  services,  and  other  investments.  Such  people  may  be  biased  or  lim- 
ited in  the  expertise  they  can  provide,  because  they  must  sell  a  specific  financial 
product  to  make  a  living. 

Commission-only  financial  planners  live  solely  on  the  commissions  they 
receive  on  the  financial  products  (such  as  investments  or  insurance)  they  sell  to 
their  clients.  In  this  case,  the  plan  will  be  "free,"  but  the  payment  will  come  from 
the  commission.  For  example,  if  you  invest  S  10,000  in  a  mutual  fund  recom- 
mended and  sold  by  a  commission-only  planner,  only  $9150  of  that  amount 
may  be  put  to  work  because  the  remainder  went  to  pay  an  8.5  percent  (S850) 
commission  to  the  planner.  Approximately  31  percent  of  financial  planners  are 
commission-only  planners. 

A  fee-only  financial  planner  earns  no  commissions  and  works  solely  on  a 
fee-for-service  basis — that  is,  he  or  she  charges  a  specified  fee  for  the  services  pro- 
vided. Such  planners  typically  charge  S50  to  $200  per  hour  or  1  percent  of  the 
client's  assets  annually,  and  they  usually  need  five  or  more  one-hour  appoint- 
ments to  analyze  a  client's  financial  situation  thoroughly  and  to  present  a  plan. 
Fee-only  planners  do  not  sell  financial  products,  such  as  stocks  or  insurance,  and 
can,  therefore,  claim  to  be  free  of  potential  conflicts  of  interest  in  making  rec- 
ommendations. Because  they  are  not  trying  to  "sell"  anything,  however,  the 
client  bears  more  responsibility  for  making  sure  the  plan  is  implemented.  Find- 
ing a  true  fee-only  financial  planner  is  difficult  because  deceptive,  but  legal, 
advertising  exists.  The  Certified  Financial  Planning  Board  of  Standards  allows 
planners  to  offer  fee-only  services  to  clients  who  desire  them  as  well  as  to  sell 
commission  products  to  other  customers.  A  fee-only  practitioner  should  be  a 
genuine  fee-only  planner.  Thus,  advertisements  touting  "fee  only"  have  no 
meaning  whatsoever. 

The  largest  group  of  financial  planners  (43  percent)  are  those  referred  to  as 
fee-based  financial  planners.  These  planners  charge  an  up-front  fee  for  provid- 


What  Questions  to  Ask  a  Financial  Planner 


When  considering  hiring  a  financial  planner,  you  5.  Will  you  or  an  associate  be  involved  in  evaluat- 
should  ask  the  following  questions:  ing  and  updating  the  plan  you  suggest? 

1 .  What  credentials  do  you  have  to  practice  finan-  6.  May  I  see  examples  of  plans  and  monitoring 
rial  planning?  reports  you  have  drawn  up  for  other  investors? 

2.  How  long  have  you  been  in  financial  planning  7-  To  what  financial  planning  trade  organizations 
and  related  fields?  do  y°u  belong? 

3.  How  long  have  you  resided  in  the  community,  8-  If  >'ou  earn?  commissions,  from  whom  do  you 
and  who  can  vouch  for  your  professional  reputa-  earn  tnem- 
tion? 

4.  Will  you  provide  references  from  three  or  more 
clients  you  have  counseled  for  at  least  two  years? 


CHAPTER   2    Financial  Planning  47 


ing  services  and  charge  a  commission  on  any  securities  trades  or  insurance  pur- 
chases that  they  conduct  on  your  behalf.  Thus,  they  may  appear  less  costly  than 
fee-only  planners  but  supplement  that  fee  with  commissions  earned. 

Of  course,  it  does  not  matter  if  you  pay  commissions  for  financial  planning 
advice  as  long  as  you  understand  what  you  are  paying  for  and  what  you  are  get- 
ting. A  financial  planner  should  be  able  to  analyze  a  family's  total  needs  in  such 
areas  as  investments,  taxes,  insurance,  education  goals,  and  retirement  and  pull 
all  of  the  information  together  into  a  cohesive  plan.  The  planner  may  help  a 
client  select  and  prioritize  goals  and  then  rearrange  assets  and  liabilities  to  fit  the 
client's  lifestyle,  stage  in  the  life  cycle,  and  financial  goals.  In  addition,  financial 
planners  should  be  problem  solvers  and  coordinators.  They  often  work  with 
outside  advisers,  such  as  attorneys,  accountants,  trust  officers,  real  estate  brokers, 
stockbrokers,  and  insurance  agents.  You  can  locate  a  financial  planner  by  search- 
ing the  yellow  pages,  by  contacting  several  of  the  organizations  that  accredit 
financial  planners,  or  by  asking  family,  friends,  and  colleagues  for  referrals. 


Professional  Designations  and  Credentials 

The  public  believes  that  persons  calling  themselves  professionals  should  meet  a 
set  of  accredited  educational  standards,  have  significant  professional  experience, 
be  licensed  by  a  government  regulatory  agency,  and  exhibit  a  commitment  to 
helping  others.  Many  financial  planners  have  voluntarily  undergone  training 
and  satisfied  various  qualifications  for  particular  professional  certifications  to 
respond  to  these  desires.  Most  certification  examinations  require  three  years  of 
work  experience  prior  to  sitting  for  the  examination.  An  MBA,  or  master  of  busi- 
ness administration,  is  a  university  degree  concentrating  in  marketing,  econom- 
ics, accounting,  and  finance.  An  MFP,  or  master  of  financial  planning,  is  a  uni- 
versity degree  in  financial  services.  An  MS,  or  master  of  science,  is  a  university 
degree  specializing  in  one  of  many  majors,  including  financial  planning. 

Perhaps  the  best-known  certification  recipient  is  the  certified  financial 
planner  (CFP),  who  has  been  approved  by  the  International  Board  of  Standards 
and  Practices  for  Certified  Financial  Planners.  More  than  32,000  are  certified  as 
having  completed  a  comprehensive  program  of  study.  To  become  a  CFP,  planners 
must  pass  a  two-day  examination,  have  three  years  of  work  experience  in  the 
field,  agree  to  adhere  to  a  code  of  ethics,  and  continuously  update  their  finan- 
cial planning  knowledge.  The  professional  association  of  CFPs  is  the  Institute  of 
Certified  Financial  Planners  (ICFP). 

The  International  Association  for  Financial  Planning,  a  trade  group,  will  pro- 
vide a  list  of  planners  in  your  area  [(800)  806-PLAN;  www.iafp.org].  The  National 
Association  of  Personal  Financial  Advisors  [(888)  FEE-ONLY;  www.feeonly.org]  will 
provide  names  of  fee-only  planners  in  your  area  who  are  paid  only  by  the  client, 
and  who  do  not  receive  commissions  from  financial  products  they  recommend. 
The  American  Institute  of  Certified  Public  Accountants  [(800)  862-4272; 
www.aicpa.org]  can  recommend  CPAs  in  your  area  who  are  personal  financial  spe- 
cialists. 

A  chartered  financial  consultant  (ChFC)  has  passed  a  financial  services  cur- 
riculum, with  emphasis  on  life  insurance.  Approximately  15,000  people  have 
met  the  ChFC  standards.  A  chartered  life  underwriter  (CLU)  has  received  train- 
ing in  life  insurance. 
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Did  You 


KNOW 


How  to  Check  the  Background  of  a  Financial  Planner 


Government  agencies  and  self-regulatory  organiza- 
tions are  available  to  help  check  the  background  of 
a  financial  planner.  The  CFP  Board  of  Standards 
[(888)  237-6275]  keeps  records  on  planners  holding 
its  credential.  The  National  Association  of  State 
Insurance  Commissioners  [(816)  842-3600]  directs 
inquiries  to  the  appropriate  state  agency.  The 


National  Association  of  Securities  Dealers  Regula- 
tion [(800)  289-9999]  oversees  securities  brokers. 
The  North  American  Securities  Administrators  Asso- 
ciation [(888)  846-2722]  and  the  Securities  and 
Exchange  Commission  [(800)  732-0330]  regulate 
investment  advisers. 


An  accredited  financial  counselor  (AFC)  has  passed  two  examinations  (one 
in  personal  finance  and  one  in  financial  counseling)  and  subscribes  to  the  AFC 
code  of  professional  ethics.  This  accreditation  program  is  offered  through  the 
Association  for  Financial  Counseling  and  Planning  Education. 

A  mutual  fund  chartered  counselor  (MFCC)  has  passed  a  nine-part  educa- 
tion program  and  a  final  exam  on  topics  ranging  from  what  is  a  mutual  fund  to 
ethics  and  professional  conduct.  This  designation  is  conferred  by  the  National 
Endowment  for  Financial  Education  and  the  Investment  Company  Institute. 

A  registered  investment  adviser  (RIA)  is  a  person  required  by  the  federal 
Investment  Adviser  Act  to  register  with  your  state  officials  or  the  Securities  and 
Exchange  Commission  [(800)  732-0330]  because  he  or  she  gives  investment 
advice  to  more  than  five  people  each  year.  The  RIA  designation  means  simply 
that  the  person  has  paid  the  $150  application  fee;  it  does  not  mean  that  the 
adviser  has  met  any  government  professional  standards  or  passed  any  tests.  An 
investment  adviser  is  anyone  who  is  paid  to  offer  financial  advice.  Many  states 
require  registration  of  investment  advisers. 


Summary 

1.   Most  people  need  to  undertake  some  form  of 
financial  planning  to  achieve  their  financial 
objectives.  Financial  planning  should  reflect 
an  individual's  or  family's  values  and  life- 
cycle  circumstances  and  have  appropriate 
objectives  in  three  broad  areas:  plans  for 
spending,  plans  against  risk,  and  plans  for 
capital  accumulation.  Success  in  financial 
planning  requires  an  understanding  of  one's 
values,  explicitly  stated  financial  goals,  cer- 
tain assumptions  about  the  economy,  and 
logical  and  consistent  financial  strategies. 


3. 


Financial  statements  are  compilations  of  per- 
sonal financial  data  designed  to  furnish 
information  about  how  money  has  been 
used  and  about  the  financial  condition  of 
the  individual  or  family.  The  balance  sheet 
provides  information  on  what  you  own, 
what  you  owe,  and  the  net  result  if  all  debts 
were  paid  off.  The  income  and  expense  state- 
ment lists  income  and  expense  transactions 
over  a  specific  period  of  time,  such  as  the 
previous  year. 

Financial  ratios  can  be  used  to  assess  your 
financial  condition  and  progress  so  that  you 
can  better  manage  financial  resources  and 
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develop  spending  and  credit-use  patterns 
consistent  with  your  goals. 

4.  Having  accessible,  organized,  and  complete 
financial  records  is  a  prerequisite  to  effective 
financial  management.  Your  financial 
records  are  useful  in  preparing  financial 
statements  that  can  help  you  to  evaluate 
where  you  are,  where  you  have  been,  and 
where  you  are  going  in  a  financial  sense. 

5.  Computers  are  increasingly  being  used  in 
personal  financial  planning  as  software  pro- 
grams become  available. 

6.  When  choosing  a  financial  planner,  you 
should  recognize  that  many  professional 
designations  are  meaningful,  such  as  CFP 
and  ChFC.  Costs  may  be  on  a  fee-only, 
commission-only,  or  fee-based  basis. 


Key  Words  &  Concepts 

balance  sheet       32 

certified  financial  planner  (CFP)       47 

debt  service-to-income  ratio       42 

diversification       33 

expenses       36 

fair  market  value       33 

fee-only  financial  planner       46 

financial  goals       29 

financial  ratios       39 

financial  statements       32 

financial  strategies       32 

fixed  expenses       37 

income  and  expense  (cash-flow)  statement       32 

insolvent       36 

liabilities       33 

liquidity       41 

net  gain  (loss)       38 

original  source  records       43 

short-term  liability       33 

tangible  assets       33 

values       29 

variable  expenses       37 


Questions  for  Thought  &  Discussion 

1.  Define  and  describe  financial  planning. 

2.  List  the  three  broad  areas  in  which  financial 
planning  occurs. 

3.  Give  two  examples  of  specific  goals. 

4.  List  the  15  specific  areas  of  financial  plan- 
ning. 

5.  What  are  the  two  principal  financial  state- 
ments? 

6.  Why  must  assets  be  listed  on  a  balance  sheet 
at  their  fair  market  value? 

7.  What  are  the  components  of  a  balance 
sheet? 

8.  Differentiate  between  monetary,  tangible, 
and  investment  assets. 

9.  Explain  the  difference  between  short-  and 
long-term  liabilities. 

10.  Explain  how  to  derive  net  worth,  and  give 
an  example. 

11.  What  does  an  income  and  expense  state- 
ment show  the  person  who  prepares  it? 

12.  Differentiate  between  fixed  and  variable 
expenses. 

13.  Describe  one  change  in  an  income  and 
expense  statement  that  would  affect  net 
worth. 

14.  Explain  how  you  can  use  financial  ratios  to 
help  to  evaluate  your  financial  progress.  Give 
an  example. 

15.  What  does  the  basic  liquidity  ratio  show? 

16.  What  are  the  benefits  of  keeping  good  finan- 
cial records? 

17.  List  three  categories  in  which  financial 
records  might  be  organized. 

18.  Give  two  examples  of  financial  records  that 
you  should  maintain  in  the  home  and  two 
that  you  should  put  in  a  safe-deposit  box. 

19.  Illustrate  a  benefit  of,  and  an  obstacle  to, 
using  personal  computer  software  in  per- 
sonal financial  planning. 

20.  What  services  do  fee-only  financial  planners 
perform  for  their  clients? 
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21.  Explain  the  three  methods  that  financial 
planners  use  to  charge  for  their  services. 

22.  Give  two  examples  of  important  questions  to 
ask  financial  planners. 


(c)   Use  the  data  in  the  income  and  expense 
statement  for  Bill  (Table  2.4)  and  Victor  and 
Maria  Hernandez  (Table  2.5)  to  advise  Bill  on 
how  his  financial  life  will  change  as  he 
becomes  older. 


DECISION-MAKING  CASES 

Case  1     Budgeting  Advice  for  Two  Young  Men 

Bill  Bailey,  a  poultry  scientist  from  Little  Rock, 
Arkansas,  thinks  that  his  two  sons,  who  live  at 
home,  need  budgeting  advice.  Ralph,  age  19, 
works  as  a  sales  representative  for  an  electronics 
manufacturer,  and  regularly  spends  all  of  his 
S2400  monthly  income.  Wilfred,  24,  is  a  midlevel 
manager  in  a  psychological  testing  company.  He 
has  completed  three  evening  classes  toward  a  mas- 
ter's degree  and  usually  saves  about  10  percent  of 
his  monthly  salary  of  $3400.  Wilfred  is  also  con- 
templating marriage.  Bill  would  like  you  to  offer 
suggestions  to  his  sons  in  financial  management. 

(a)  What  advice  would  you  offer  Ralph  regard- 
ing life's  opportunities? 

(b)  Realizing  that  Wilfred  is  contemplating  mar- 
riage, what  advice  would  you  offer  him 
regarding  life's  opportunities?  How  might  his 
goals  differ  from  those  of  Ralph? 

(c)  Use  the  data  in  the  balance  sheets  for  Bill 
Soshnik  and  Victor  and  Maria  Hernandez 
(Tables  2.2  and  2.3)  to  advise  Wilfred  on  how 
his  financial  life  will  change  as  the  length  of 
his  marriage  grows. 

Case  2    Manipulation  of  an  Income 
and  Expense  Statement 

Using  the  data  from  the  income  and  expense 
statement  developed  by  Bill  Soshnik  (see  Table 
2.4),  enter  the  data  from  the  Garman/Forgue  Web 
site.  The  program  will  calculate  the  totals. 

(a)  Print  the  income  and  expense  statement  and 
compare  the  results  with  the  text  for  accu- 
racy. 

(b)  What  original  source  records  might  Bill  have 
used  to  develop  the  income  and  expense 
statement? 


Financial  Math  Questions 


1.  Review  the  financial  statements  of  Victor 
and  Maria  Hernandez  (Tables  2.3  and  2.5), 
and  respond  to  the  following  questions: 

(a)  Using  the  data  in  the  Hernandezes'  bal- 
ance sheet,  calculate  an  investment 
assets-to-net  worth  ratio.  How  would  you 
interpret  the  ratio?  The  Hernandez  family 
appears  to  have  too  few  monetary  assets 
compared  with  tangible  and  investment 
assets.  How  would  you  suggest  that  they 
remedy  that  situation  over  the  next  few 
years? 

(b)  Comment  on  the  couple's  diversification 
of  investment  assets. 

(c)  Calculate  a  debt-to-assets  ratio  for  Victor 
and  Maria.  How  does  this  information 
help  you  understand  their  financial  situa- 
tion? How  do  their  total  assets  compare 
with  their  total  liabilities? 

(d)  The  Hernandezes  seem  to  receive  almost 
all  of  their  income  from  labor  rather  than 
investments.  What  actions  would  you 
recommend  for  them  to  remedy  that 
imbalance  over  the  next  few  years? 

(e)  The  Hernandezes  want  to  take  a  two- 
week  vacation  next  summer,  and  they 
have  only  eight  months  to  save  the  nec- 
essary $1200.  What  reasonable  changes 
in  expenses  and  income  should  they  con- 
sider to  increase  net  income  and  make 
the  needed  $150  per  month? 

2.  B  Bob  Green  has  been  a  retail  salesclerk 
^K  for  six  years.  At  age  35,  he  is  divorced 
with  one  child,  Amanda,  age  7.  Bob's  salary 
is  $36,000  per  year.  He  regularly  receives 
$250  per  month  for  child  support  from 
Amanda's  mother.  Bob  invests  $100  each 
month  ($50  in  his  mutual  fund  and  $50  in 
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EE  savings  bonds).  Using  the  following  infor- 
mation, construct  a  balance  sheet  and 
income  and  expense  statement  for  Bob. 

ASSETS  Amount 

Vested  pension  benefits  $  3000 

(no  employee  contribution) 

Money  market  account  5000 

(includes  $150  of  interest  earned  last  year) 

Mutual  fund  4000 

(includes  $200  of  reinvested  dividend 
income  from  last  year) 

Checking  account  1000 

Personal  property  5000 

Automobile  3000 

EE  savings  bonds  3000 

LIABILITIES  Outstanding  Balant  e 

Dental  bill  $450 

(pays  $25  per  month  included  in 

uninsured  medical/dental) 
Visa  (pays  $100  per  month)  1500 

Student  loan  (pays  $100  per  month)         7500 


Exploring  the  World  of  Personal  Finance 

1.  Develop  your  own  balance  sheet.  Is  your  net 
worth  at  the  level  that  you  expected  at  this 
point  in  your  life?  Or  is  it  higher  or  lower 
than  your  expectations?  What  are  the 
prospects  for  change  in  your  net  worth  over 
the  next  few  years? 

2.  Develop  your  own  income  and  expense 
statement  for  this  month.  Do  you  have  a  net 
gain  or  a  net  loss?  What  changes  might  you 
put  Into  effect  for  next  month  to  avert  a  net 
loss  or  enhance  your  net  gain? 

3.  Conduct  a  telephone  survey  of  two  financial 
planners  in  your  community.  Ask  them  the 
questions  provided  in  the  boxed  insert, 
"What  Questions  to  Ask  a  Financial  Plan- 
ner," on  page  46. 

4.  Visit  two  local  computer  software  outlets. 
Make  a  list  of  the  major  features  of  financial 
management  software  programs  available  at 
the  stores.  Identify  two  software  programs 
that  you  feel  would  meet  your  needs. 


ANNUAL  EXPENSt 

:s 

Amount 

Auto  insurance 

$     780 

Rent 

9100 

Utilities 

1200 

Phone 

680 

Cable 

360 

Food 

3000 

Uninsured  medical/dental 

1000 

Dry  cleaning 

480 

Personal  care 

420 

Gas,  maintenance, 

license 

2120 

Clothes 

500 

Entertainment 

2700 

Vacations/visitation  travel 

1300 

Child  care 

3820 

Gifts 

400 

Miscellaneous 

300 

Taxes 

6400 

Health  insurance 

1440 

MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez 
Analyze  Their  Financial  Statements 

Victor  and  Maria  Hernandez  spent  some  time 
making  up  their  first  balance  sheet,  which  is 
shown  in  Table  2.3.  Using  the  data  in  their  bal- 
ance sheet,  complete  the  following  calculations 
and  interpret  the  results. 

1.  Victor  and  Maria  are  a  bit  confused  about 
how  various  financial  activities  can  affect 
their  net  worth.  Assume  that  their  home  is 
now  appraised  at  $82,000  and  the  value  of 
their  automobile  dropped  to  $9500.  Calcu- 
late and  characterize  the  impact  of  these 
changes  on  their  net  worth. 

2.  If  Victor  and  Maria  take  out  a  bank  loan  for 
$1545  and  pay  off  their  credit  card  debts 
totaling  $1545,  what  impact  would  this  have 
on  their  net  worth? 
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3.   If  Victor  and  Maria  take  $300  from  their 
earnings  and  put  it  into  their  savings 
account,  what  impact  would  this  move  have 
on  their  net  worth? 

The  Johnsons'  Financial  Statements 

Harry  and  Belinda  both  found  jobs  in  the  same 
city.  Harry  works  at  a  small  interior  design  firm 
and  earns  a  gross  salary  of  $1700  per  month.  He 
also  receives  $3000  in  interest  income  per  year 
from  a  trust  fund  set  up  by  his  deceased  father's 
estate;  the  trust  fund  will  continue  to  pay  that 


amount  until  2004.  Belinda  works  as  a  salesperson 
for  a  regional  stock  brokerage  firm.  When  she  fin- 
ishes her  training  program  in  another  month,  her 
gross  salary  will  increase  $200  per  month  to  $2350. 
Belinda  has  many  job-related  benefits,  including  life 
insurance,  health  insurance,  and  a  credit  union. 

The  Johnsons  live  in  an  apartment  located  approxi- 
mately halfway  between  their  places  of  employ- 
ment. Harry  drives  about  ten  minutes  to  his  job,  and 
Belinda  travels  about  15  minutes  via  public  trans- 
portation to  reach  her  downtown  job.  Harry  and 
Belinda's  apartment  is  very  nice,  but  small,  and  it  is 


Balance  Sheet  for  Harry  and  Belinda  Johnson 

January  31,2000 

Dollars 

Percent 

ASSETS 

Monetary  assets 

Cash  on  hand 

$     570 

4.0 

Savings  (First  Federal  Bank) 

190 

1.3 

Savings  (Far  West  Savings  and  Loan) 

70 

0.5 

Savings  (Smith  Brokerage  Credit  Union) 

60 

0.4 

Checking  account  (First  Interstate  Bank) 

310 

2.2 

Total  monetary  assets 

$  1,200 

8.4 

Tangible  assets 

Automobile  (1991  Toyota) 

11,000 

77.5 

Personal  property 

1,200 

8.5 

Furniture 

800 

5.6 

Total  tangible  assets 

13,000 

91.6 

$14,200 

100.0 

LIABILITIES 

Short-term  liabilities 

Electricity 

$       65 

0.5 

Visa  credit  card 

390 

2.7 

Sears  card 

45 

0.3 

Rent  due 

400 

2.8 

Total  short-term  liabilities 

$      900 

6.3 

Long-term  liabilities 

Education  loan  (Belinda) 

3,800 

26.8 

Automobile  loan  (First  Federal  Bank) 

8,200 

57.1 

Total  long-term  liabilities 

$12,000 

83.9 

Total  Liabilities 

$12,900 

90.2 

■■■■ 

Net  worth 

1,300 

9.8 

Total  Liabilities  and  Net  Worth 

$14,200 

100.0 
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Income  and  Expense  Statement  for  Harry  and  Belinda  Johnson 

July  1 , 1 999-January  3 1 ,  2000  (First  Six  Months  of  Marriage) 


INCOME 

Harry's  gross  income  ($1700  X  6) 
Belinda's  gross  income  ($2150  X  6) 
Interest  on  savings  accounts 
Harry's  trust  fund 

Total  Income 
EXPENSES 
Fixed  expenses 

Rent 

Renter's  insurance 

Automobile  loan  payments 

Automobile  insurance 

Medical  insurance  (withheld  from  salary) 

Student  loan  payments 

Life  insurance  (withheld  from  salary) 

Cable  television 

Health  club 

Savings  (withheld  from  salary) 

Federal  income  taxes  (withheld  from  salary) 

State  income  taxes  (withheld  from  salary) 

Social  Security  (withheld  from  salary) 

Automobile  registration 

Total  fixed  expenses 

Variable  expenses 

Food 

Electricity 

Telephone 

Gasoline,  oil,  and  maintenance 

Doctors'  and  dentists'  bills 

Medicines 

Clothing  and  upkeep 

Church  and  charity 

Gifts 

Christmas  gifts 

Public  transportation 

Personal  allowances 

Entertainment 

Vacation  (Christmas) 

Vacation  (summer) 

Miscellaneous 

Total  variable  expenses 

Total  Expenses 
Net  Gain  (available  to  spend,  save,  and  invest) 


Dollars 

$10,200 

12,900 

15 

3,000 


$26,115 


39.1 

49.4 

0.006 

11.5 

100.0 


$  3,600 

13.8 

110 

0.4 

1,710 

6.5 

320 

1.2 

510 

1.9 

870 

3.3 

54 

0.2 

120 

0.5 

300 

1.1 

60 

0.2 

4,800 

18.4 

780 

3.0 

1,620 

6.2 

40 

0.2 

$14,894 

56.9 

$  2,300 

8.8 

450 

1.7 

420 

1.6 

400 

1.5 

310 

1.2 

40 

0.2 

1,300 

5.0 

800 

3.1 

480 

1.8 

350 

1.3 

580 

2.2 

1,040 

4.0 

780 

3.0 

700 

2.7 

600 

2.3 

440 

1.7 

$10,990 

42.1 

$25,884 

99.0 

231 

1.0 
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furnished  mostly  with  old  furniture  given  to  them 
by  their  families. 

Soon  after  starting  their  first  jobs,  Harry  and 
Belinda  decided  to  begin  their  financial  planning. 
Each  had  taken  a  college  course  in  personal 
finance,  so  after  initial  discussion,  they  worked 
together  for  two  evenings  to  develop  the  two 
financial  statements  presented  on  pages  52  and  53. 

1.  Briefly  describe  how  Harry  and  Belinda  prob- 
ably determined  the  fair  market  prices  for 
each  of  the  tangible  and  investment  assets. 

2.  Using  the  data  from  the  income  and  expense 
statement  developed  by  Harry  and  Belinda, 
calculate  a  basic  liquidity  ratio,  debt-to-assets 
ratio,  debt  service-to-income  ratio,  and 
investment  assets-to-net  worth  ratio.  What 
do  these  ratios  tell  you  about  the  Johnsons' 
financial  situation?  Should  Harry  and 
Belinda  incur  more  debt? 


*& 


Exploring  the  World  Wide 
Web  of  Personal  Finance 


-----/ 


To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 


1.  Visit  the  Web  site  of  the  International  Associ- 
ation of  Financial  Planners.  Identify  its  six 
steps  in  the  financial  planning  process. 

2.  Visit  the  Web  site  for  SRI  Consulting,  where 
you  will  find  the  VALS  questionnaire.  This 
short  questionnaire  will  help  you  identify 
your  values  in  the  context  of  others  in  Amer- 
ican society. 

3.  Visit  the  Web  site  of  the  International  Associ- 
ation of  Financial  Planners.  Read  through 
the  code  of  ethics  for  members  of  the  organi- 
zation. What  does  the  code  tell  you  about 
the  members? 

4.  Visit  the  Web  site  set  up  to  accompany  this 
text,  where  you  will  find  a  balance  sheet 
template  that  you  can  use  to  determine  your 
net  worth.  Is  your  net  worth  at  the  level  that 
you  expected  for  this  point  in  your  life? 
What  are  the  prospects  for  change  in  your 
net  worth  over  the  next  three  years? 

5.  Visit  the  Web  site  set  up  to  accompany  this 
text,  where  you  will  find  an  income  and 
expense  statement  template  that  you  can  use 
to  determine  your  net  gain  or  loss  over  the 
past  month.  What  changes  might  you  put 
into  effect  for  the  next  month  to  avert  a  net 
loss  or  enhance  your  net  gain? 


Managing  Taxes 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


m    Explain  how  taxes  are 
administered  and  classified. 


J    Describe  the  concept  of 
the  marginal  tax  rate. 


J    Determine  whether  you 
should  file  an  income  tax 
return. 


U    Describe  the  two  ways 
of  paying  taxes:  payroll  with- 
holding and  estimated  taxes. 


B 


Understand  planning 
strategies  to  legally  avoid 
overpayment  of  income 
taxes. 


■J    Identify  the  eight 
steps  involved  in  calculating 
federal  income  taxes. 


M    Explain  the  basics  of 
IRS  audits. 


Tax  planning  comprises  the  processes  undertaken  to  reduce,  defer,  or  elimi- 
nate some  taxes.  It  includes  the  determination  of  one's  current  tax  liability 
and  how  that  liability  affects,  and  is  affected  by,  financial  transactions.  Not 
all  income  is  subject  to  the  federal  income  tax,  however.  You  pay  personal 
income  taxes  only  on  your  taxable  income.  This  amount  is  determined  by  sub- 
tracting your  allowable  exclusions,  adjustments,  exemptions,  and  deductions 
from  your  total  income,  with  the  result  being  the  income  upon  which  the  tax  is 
actually  calculated.  We  will  provide  details  on  this  calculation  later,  but  for  now 
remember  that  the  key  idea  in  successful  tax  planning  is  to  legally  reduce  your 
taxable  income  as  much  as  possible,  which,  in  turn,  reduces  your  tax  liability. 

This  chapter  examines  the  principles  of  income  taxation  in  the  United  States 
and  the  impact  of  those  taxes  on  your  income.  It  then  discusses  who  must  pay 
taxes  and  how  they  are  paid — through  payroll  withholding  and  estimated  tax 
payments.  Next,  eight  steps  detail  the  process  of  paying  federal  income  taxes, 
from  the  determination  of  gross  income  through  the  computation  of  taxes  due. 
We  also  provide  examples  of  how  to  calculate  federal  income  taxes.  Finally,  we 
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examine  the  appropriate  and  desirable  methods  of  reducing  tax  liability,  review 
how  to  survive  an  income  tax  audit  successfully,  and  note  the  effects  of  a  vari- 
ety of  other  federal,  state,  and  local  taxes  on  personal  finances. 


LI    Explain  how  taxes  are 
administered  and  classified. 


Administration  and  Classification  of  Income  Taxes 


Taxes  are  compulsory  charges  imposed  by  a  government  on  its  citizens  and  their 
property.  To  learn  how  to  manage  taxes  effectively,  you  should  know  how  taxes 
are  administered  and  classified. 


Federal  Tax  Laws 

Taxes  are  administered  at  all  levels  of  government.  Because  the  largest  amount 
of  tax  you  pay  is  on  your  income,  this  chapter  focuses  primarily  on  the  federal 
personal  income  tax.  Three-fourths  of  all  Americans  pay  federal  income  taxes. 
The  U.S.  Internal  Revenue  Service  (IRS)  is  charged  with  the  responsibility  of  col- 
lecting federal  income  taxes  based  on  the  legal  provisions  in  the  Internal  Rev- 
enue Code.  The  code  represents  the  major  tax  laws  written  by  the  U.S.  Congress. 
In  addition,  the  IRS  itself  issues  IRS  regulations,  which  interpret  and  make 
specific  the  tax  laws  passed  by  Congress.  These  regulations  have  the  force  and 
effect  of  law;  they  are  printed  in  thick  volumes  available  in  most  public  libraries. 
Finally,  dozens  of  IRS  rulings  are  issued  each  year;  these  Internal  Revenue  Service 
decisions  are  related  to  specific  tax  cases  and  are  based  on  its  interpretations  of 
both  the  Internal  Revenue  Code  and  the  IRS  regulations.  Tax  rulings  provide 
guidance  on  how  the  IRS  may  act  in  similar  situations.  The  courts  also  issue  deci- 
sions giving  the  judicial  interpretation  of  the  tax  laws  that  Congress  passes  and 
the  regulations  and  decisions  of  the  Internal  Revenue  Service. 


Table  3.1 


The  Progressive  Nature  of  the  Federal  Income  Tax 

Segment  of  Taxable  Income  Taxed  Rate  (percent) 

First  $25,750 

Over  $25,750  but  not  over  $62,450 
Over  $62,450  but  not  over  $130,250 
Over  $1 30,250  but  not  over  $283,1 50 
Over  $283,150 


The  Progressive  Nature  of  the  Federal  Income  Tax 

Taxes  can  be  classified  as  progressive  or  regressive.  A  progressive  tax  is  one  that 
takes  a  larger  percentage  of  income  from  high-income  taxpayers  than  from  low- 
income  taxpayers.  In  the  United  States,  the  federal  personal  income  tax  is  pro- 
gressive because  the  tax  rate  increases  as  a  taxpayer's  income  (and  thus  implied 

ability  to  pay)  increases.  As  Table  3.1  shows,  the 
higher  portions  of  a  taxpayer's  income  are  taxed  at 
increasingly  higher  rates  under  the  federal  income 
tax.*  A  regressive  tax  operates  in  the  opposite  way. 
As  income  rises,  the  tax  rate  remains  the  same  or 
decreases,  so  that  the  tax  demands  a  decreasing 
proportion  of  a  person's  income  as  income  in- 
creases. Such  taxes  are  not  based  on  ability  to  pay. 
Examples  of  regressive  taxes  include  state  sales 
taxes  and  Social  Security  taxes. 


15.0% 

28.0 

31.0 

36.0 

39.6 


*  Rates  are  for  a  single  taxpayer. 


All  tax  rates  cited  in  this  chapter  are  for  the  most  recent 
tax  year  available  at  the  time  of  publication. 
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EJ    Describe  the  concept  of 
the  marginal  tax  rate. 


Figure  3.1 


The  Marginal  Tax  Rate  Is  Applied 
to  the  Last  Dollar  Earned 


Perhaps  the  single  most  important  concept  in  personal  finance  is  the  marginal 
tax  rate.  Recall  from  Chapter  1  that  this  tax  rate  is  applied  to  your  last  dollar  of 
earnings.  It  tells  you  how  much  of  any  extra  earnings — from  a  raise,  investment 
income,  or  money  from  a  second  job — you  can  keep  after  paying  income  taxes; 
it  also  measures  the  tax  savings  benefits  of  a  tax-deductible  expense.  This  con- 
cept is  illustrated  in  Figure  3.1. 

A  marginal  tax  bracket  (MTB)  is  one  of  the  five  income-range  couplets 
shown  in  the  tax-rate  schedules  (as  illustrated  in  Table  3.1  and  Table  3.2). 
Depending  upon  their  income,  taxpayers  fit  into  one  of  these  tax  brackets  (as 
shown  in  Table  3.2  on  page  58)  and,  accordingly,  pay  at  one  of  those  marginal 
tax  rates:  15  percent,  28  percent,  31  percent,  36  percent,  or  39.6  percent.  Each 
year  the  taxable  income  levels  for  the  tax  brackets  are  adjusted  to  reduce  the 
effects  of  inflation,  a  process  called  indexing.  This  process  keeps  taxpayers  from 
being  unfairly  forced  to  pay  more  taxes  only  because  inflation  raises  their 
incomes. 

As  an  example,  Susan  Bassett  (see  Figure  3.1)  is  in  the  28  percent  marginal 
tax  bracket  because  the  last  dollar  Susan  earned  is  taxed  at  that  level.  Part  of  her 
income  ($2750  +  $4300)  is  not  taxed,  the  largest  portion  ($25,750)  is  taxed  at 
15  percent,  and  the  remaining  portion  of  Susan's  income  ($1 1,200)  is  taxed  at  28 
percent.  Thus,  Susan  is  in  the  28  percent  marginal  tax  bracket.  The  mathematics 
shown  in  Figure  3.1  is  based  upon  the  tax-rate  schedules  in  Table  3.2.  These 
income  tax  brackets  must  be  used  by  persons  with  a  taxable  income  of  $100,000 
or  more.  Another  depiction  of  the  income  tax  brackets  is  shown  in  the  IRS's  tax 
tables.  These  tables  were  designed  to  save  computational  time  for  taxpayers  and 
must  be  used  by  people  with  taxable  incomes  of  less  than  $100,000.  The  tax 
tables  and  tax-rate  schedules  yield  nearly  equal  tax  liabilities  (differing  by  less 
than  $10  because  of  rounding)  if  used  for  the  same  taxable  income.  Segments  of 
the  tax  tables  are  provided  in  Table  3.3. 

The  marginal  tax  rate  can  greatly  affect  many  financial  decisions.  For  exam- 
ple, consider  someone  with  a  28  percent  marginal  tax  rate  who  wants  to  make  a 
$100  tax-deductible  contribution  to  a  charity.  The  charity  receives  the  $100,  and 


How  Your  Income  Is  Really  Taxed  (Example:  Susan  Bassett  with  a  $44,000  Gross  Income) 

I $2,750  personal  exemption  is  not  taxed  i $1 1,200  of  income 

is  taxed  at  28% 

$4,300  standard  deduction  is  not  taxed 

TOTALS 

$44,000 


Income 
Segment 

Amount  of 
Income  Tax 


$25,750  of  income  is  taxed  at  1 5% 


0+0 


$3,862.50 


+       $3,136 


$6,998.50 


Susan's  marginal  tax  rate  is  28%. 
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Table  3.2 


Tax-Rate  Schedi 

lie 

If  1999  Taxable  Income  Is 

Over        But  Not  Over 

The  Tax  Is 

Plus     This  Percent 

Of  Amount  Over 

Single  Return 

$          o 

$  25,750 

0 

+ 

15% 

$ 

0 

25,750 

62,450 

$  3,862.50 

+ 

28 

25,750 

62,450 

130,250 

14,138.50 

+ 

31 

62,450 

130,250 

283,150 

35,156.50 

+ 

36 

130,250 

283,150 

90,200.50 

+ 

39.6 

283,150 

Married  Filing  Jointly 

$           0 

$  43,050 

15% 

$ 

0 

43,050 

104,050 

$  6,457.50 

+ 

28 

43,050 

104,050 

158,550 

23,537.50 

+ 

31 

1 04,050 

158,550 

283,150 

40,432.50 

+ 

36 

158,550 

283,150 

85,288.50 

+ 

39.6 

283,150 

Table  3.3 

Illustration  ol 

F  Segments  of  the  Tax  Tables* 

If  Taxable 

Income  Is 

AndYo 

u  Are  Filing 
Joint 

If  Taxable  Income  Is 

AndYo 

u  Are  Filing 

At  Least 

But  Less  Than             Single 

At  Least 

But  Less  Th< 

in 

Single 

Joint 

$20,000 

$20,050 

$3,004 

$3,004 

37,000 

37,050 

7,020 

5,554 

20,050 

20,100 

3,011 

3,011 

37,050 

37,100 

7,034 

5,561 

20,100 

20,150 

3,019 

3,019 

37,100 

37,150 

7,048 

5,569 

20,150 

20,200 

3,026 

3,026 

37,150 

37,200 

7,062 

5,576 

25,900 

25,950 

3,912 

3,889 

37,350 

37,400 

7,118 

5,606 

25,950 

26,000 

3,926 

3,896 

37,400 

37,450 

7,132 

5,614 

26,000 

26,050 

3,940 

3,904 

37,450 

37,500 

7,146 

5,621 

26,050 

26,100 

3,954 

3,911 

37,500 

37,550 

7,160 

5,629 

28,900 

28,950 

4,752 

4,339 

48,000 

48,050 

10,100 

7,851 

28,950 

29,000 

4,766 

4,346 

48,050 

48,100 

10,114 

7,865 

29,000 

29,050 

4,780 

4,354 

48,100 

48,150 

10,128 

7,879 

29,050 

29,100 

4,794 

4,361 

48,150 

48,200 

10,142 

7,893 

29,800 

29,850 

5,004 

4,474 

57,000 

57,050 

12,620 

10,371 

29,850 

29,900 

5,018 

4,481 

57,050 

57,100 

12,634 

10,385 

29,900 

29,950 

5,032 

4,489 

57,100 

57,150 

12,648 

10,399 

29,950 

30,000 

5,046 

4,496 

57,150 

57,200 

12,662 

10,413 

30,800 

30,850 

5,284 

4,624 

60,000 

60,050 

13,460 

11,211 

30,850 

30,900 

5,298 

4,631 

60,050 

60,100 

13,474 

11,225 

30,900 

30,950 

5,312 

4,639 

60,100 

60,150 

13,488 

11,239 

30,950 

31,000 

5,326 

4,646 

60,150 

60,200 

13,502 

11,253 

31,200 

31,250 

5,396 

4,684 

80,000 

80,050 

19,587 

16,811 

31,250 

31,300 

5,410 

4,691 

80,050 

80,100 

19,602 

16,825 

31,300 

31,350 

5,424 

4,699 

80,100 

80,150 

19,618 

16,839 

31,350 

31,400 

5,438 

4,706 

80,150 

80,200 

19,633 

16,853 

*  Derived  from  the  tax  schedules  in  Table  3.2. 
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the  taxpayer  may  deduct  $100  from  taxable  income.  This  deduction  results  in  a 
$28  reduction  in  income  tax  ($100  x  0.28).  In  effect,  the  taxpayer  gives  $72  and 
the  government  "gives"  $28  to  the  charity. 


Your  Effective  Marginal  Tax  Rate  Is  Higher 

In  reality,  most  of  us  pay  marginal  tax  rates  higher  than  15  or  28  percent.  The 
effective  marginal  tax  rate  on  income  is  even  higher  than  that  given  in  the  pre- 
ceding discussion  because  it  includes  all  tax  claims  against  a  specific  income. 
Workers  usually  must  pay  three  other  income-based  taxes:  (1)  the  combined 
Social  Security  and  Medicare  tax  of  7.65  percent;  (2)  state  income  taxes  of  6  per- 
cent or  more;  and  (3)  perhaps  an  additional  1  to  5  percent  in  local  (city  or 
county)  income  taxes. 

To  determine  the  effective  marginal  tax  rate  on  income,  you  must  add  all  of 
these  other  taxes  to  the  federal  marginal  tax  rate.  For  example,  a  taxpayer  might 
have  a  federal  marginal  income  tax  rate  of  28  percent,  a  combined  Social  Secu- 
rity and  Medicare  tax  of  7.65  percent,  a  state  income  tax  of  6  percent,  and  a  city 
income  tax  of  4  percent.  These  taxes  result  in  an  effective  marginal  tax  rate  of  46 
percent  (28  +  7.65  +  6  +  4  =  45.65,  rounded  to  46).  Thus,  many  employed  tax- 
payers pay  an  effective  marginal  tax  rate  of  46  percent  or  more. 


Your  Average  Tax  Rate  Is  Also  Revealing 

Your  average  tax  rate  is  a  calculated  figure  showing  your  tax  liability  as  a  per- 
centage of  total  income.  Because  your  total  income  is  not  fully  taxed  by  the 
federal  government,  your  average  tax  rate  is  always  less  than  your  marginal  tax 
rate.  For  example,  as  shown  in  Figure  3.1,  Susan  Bassett's  average  tax  rate  on 
total  income  is  15.9  percent  ($6,998.50  -5-  $44,000).  The  average  tax  rate  for  all 
U.S.  taxpayers  is  approximately  15  percent. 


l  |       | 


Determine  Your  Federal  Marginal  Tax  Rate 


You  can  calculate  your  federal  marginal  tax  rate  in  3.  Calculate  the  difference  between  the  two  tax 
the  following  way,  assuming  your  taxable  income  amounts  ($7048  -  $7020  =  $28)  and  divide  by 

can  be  found  in  the  tax  table  income  brackets  illus-  100  (28  *  100  =  0.28  =  28  percent).  Thus,  the 

trated  in  Table  3.3:  extra  $28  in  taxes  resulting  from  an  increase  in 

1.  Assuming  that  you  are  single  and  have  a  taxable  taxable  income  of  $10°  reflects  a  mar§inal  tax 

income  of  $37,014,  find  in  the  tables  (segments  rate  of  28  Percent 

of  which  are  shown  in  Table  3.3)  the  amount  of  Your  federal  marginal  tax  rate  also  can  be  determined 

tax  on  that  income  ($7020).  by  looking  up  your  taxable  income  in  the  tax-rate 


Add  $100  to  that  income  for  a  total  of  $37,114, 
and  find  the  tax  on  that  amount  ($7048). 


schedules. 
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J    Determine  whether  you 
should  file  an  income  tax 
return. 


o  Should  File  a  Tax  Return? 


It  is  fairly  easy  to  determine  whether  you  should  file  a  tax  return.  In  fact,  most 
people  who  earn  an  income  should  file  a  return.  To  file  simply  means  to  report 
formally  to  the  IRS  any  income  earned  and  your  tax  liability  for  the  year. 

Citizens  and  residents  of  the  United  States  and  Puerto  Rico  must  file  federal 
income  tax  returns  if  they  have  earned  sufficient  income.  In  general,  the  income 
thresholds  that  require  filing  a  return  are  $7050  for  single  individuals  and 
$12,700  for  married  people  filing  jointly.  These  figures  represent  the  sum  of  the 
value  of  the  personal  exemption  and  the  standard  deduction  for  taxpayers  of  the 
appropriate  filing  status. 


When  Students  Should  File 

Students  often  wonder  whether  they  should  file  a  tax  return.  Generally  a  return 
is  necessary  if  the  student  had  income  from  one  or  more  of  the  following 
sources:  (1)  earned  income — compensation  for  performing  personal  services, 
such  as  salaries,  wages,  tips,  and  net  earnings  from  self-employment;  (2) 
unearned  income— rents,  dividends,  capital  gains,  interest,  and  royalties;  and 
(3)  transfer  payments — payments  by  governments  and  individuals  for  which  no 
goods  or  services  are  expected  in  return,  such  as  welfare  payments.  The  law  also 
requires  you  to  file  a  return  (even  if  you  owe  no  taxes)  when  someone  (such  as 
your  parent)  can  claim  you  as  a  dependent  and  you  have  unearned  income 
exceeding  $700,  or  if  you  have  earned  income  greater  than  $7050. 


Other  Times  When  You  Should  File  a  Tax  Return 

There  are  two  other  cases  in  which  it  is  wise  to  file  a  tax  return: 

1 .  To  get  a  refund  of  any  federal  income  taxes  withheld.  People  who  have  had 
federal  income  taxes  withheld  from  paychecks  but  who  did  not  receive 
enough  income  to  be  required  to  file  should  submit  a  return  to  obtain  a 
refund.  If  you  have  neglected  to  file  for  refunds  in  the  past,  you  can  com- 
plete the  appropriate  tax  form  [1040EZ  (which  the  IRS  calls  its  "very  short 
form"),  1040A  (to  be  replaced  by  form  1040T),  or  1040  (the  long  form)]  for 
the  year  in  question.  Form  1040-X,  Amended  U.S.  Individual  Tax  Return, 
can  be  used  to  amend  returns  filed  in  error  during  the  past  three  years.  If 
you  moved  and  never  received  a  filed-for  deserved  refund,  send  the  IRS 
Form  8822,  the  official  change-of-address  notification,  and  the  agency  will 
forward  you  a  check. 

2.  To  get  a  refund  if  you  can  qualify  for  a  tax  credit.  For  example,  if  your 
earned  income  and  adjusted  gross  income  are  less  than  $28,000,  filing  an 
income  tax  return  might  qualify  you  for  a  refund  of  as  much  as  $1440.  You 
also  may  qualify  for  other  credits  for  children,  adoption  expenses,  and  edu- 
cation. (More  information  about  credits  is  found  on  pages  73  and  74.) 
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■1    Describe  the  two  ways 
of  paying  taxes:  payroll  with- 
holding and  estimated  taxes. 


Ways  to  Pay  Income  Taxes 


When  taxpayers  complete  their  tax  returns  for  mailing  to  the  Internal  Revenue 
Service  by  the  April  15  deadline,*  they  determine  their  tax  liability — the  amount 
of  tax  that  must  be  paid  based  on  income  earned  during  the  previous  year.  Note, 
however,  that  the  federal  income  tax  is  a  "pay  as  you  go"  tax.  Accordingly,  tax- 
payers are  required  to  use  one  of  two  methods  to  discharge  their  tax  liability  grad- 
ually during  the  year  prior  to  filing:  payroll  withholding  or  estimating  taxes. 


Method  One:  Payroll  Withholding 

Payroll  tax  withholding  is  money  that  an  employer  takes  from  an  employee's 
paycheck  that  is  used  to  pay  part  or  all  of  the  employee's  income  taxes.  This 
money  is  deposited  in  government  accounts.  The  amount  withheld  is  based  on 
the  amount  of  income  earned,  the  number  of  exemptions  reported  by  the 
employee  on  Form  W-4  (the  Employee's  Withholding  Allowance  Certificate), 
and  other  factors.  An  exemption  is  part  of  a  person's  or  business's  total  income 
on  which  no  tax  is  imposed.  A  personal  exemption  is  a  legally  permitted  deduc- 
tion of  a  taxpayer's  total  income  for  each  person  supported  by  that  income.  A 
person  can  serve  as  an  exemption  on  only  one  tax  return — his  or  her  own  or 
another  person's  (usually  a  parent).  Taxpayers  can  count  themselves  and  their 
spouses  (if  filing  jointly)  as  personal  exemptions.  Dependent  exemptions  also 
may  be  claimed  for  any  of  the  taxpayer's  qualifying  dependents,  such  as  children 
or  parents.  (A  Social  Security  number  is  required  for  anyone  aged  2  and  older 
claimed  as  a  dependent.)  Each  exemption  claimed  will  reduce  the  amount  of  tax 
withheld  through  payroll  withholding. 

You  may  be  exempt  from  payroll  withholding  (for  example,  if  you  are  a  stu- 
dent who  works  only  summers)  if  you  meet  three  tests:  (1)  you  had  no  income 
tax  liability  last  year  and  were  entitled  to  a  full  refund  of  any  tax  withheld;  (2) 
you  expect  to  owe  no  tax  in  the  current  year  on  an  income  of  $700  or  less;  and 
(3)  you  are  not  claimed  as  an  exemption  on  another  person's  tax  return.  If  you 
satisfy  these  criteria,  request  a  Form  W-4  from  your  employer  and  write  in  the 
word  "exempt"  in  the  appropriate  place;  if  not,  file  a  tax  return  after  the  end  of 
the  year  to  obtain  a  refund  of  money  withheld.  Withholding  for  Social  Security 
and  Medicare  taxes  occurs  regardless  of  whether  you  are  exempt  from  income 
tax  withholding. 

Overwithholding  occurs  when  employees  have  employers  withhold  more 
in  estimated  taxes  than  the  tax  liability  ultimately  due  the  government. 
Approximately  three-fourths  of  all  taxpayers  practice  overwithholding,  which 
actually  represents  a  form  of  forced  savings.  These  taxpayers  receive  a  refund 
(which  averaged  about  $1500  last  year)  approximately  six  weeks  after  filing 
their  income  tax  returns.  The  IRS  does  not  pay  interest  on  such  refunded 
monies.  If  you  anticipate  that  your  tax  liability  will  be  lower  than  the  federal 

If  you  are  unable  to  file  your  tax  return  on  time,  you  may  avoid  a  penalty  for  late  filing  by  obtain- 
ing an  automatic  extension  of  four  months  by  sending  in  Form  4868  (or  a  letter  containing  the 
same  information)  by  the  due  date.  A  second  extension  for  two  months  is  also  possible.  Approx- 
imately 5  percent  of  all  taxpayers  ask  for  extensions.  Despite  a  filing  extension,  interest  is 
assessed  on  any  tax  liability  that  is  not  paid  by  April  15. 
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government's  withholding  schedule,  you  can  refigure  your  withholding  exemp- 
tions to  decrease  the  amount  withheld. 


Method  Two:  Estimated  Taxes 

Many  people  are  self-employed  or  receive  substantial  income  from  an  employer 
that  is  not  required  to  practice  payroll  withholding.  Lawyers,  accountants,  con- 
sultants, movie  actors,  and  owners  of  rental  property  are  examples  of  such 
employees.  Under  the  "pay  as  you  go"  requirements,  tax  laws  require  such  tax- 
payers to  estimate  their  tax  liability  and  pay  it  in  quarterly  installments  on  April 
15,  June  15,  September  15,  and  the  following  January  15.  Estimated  taxes  rep- 
resent the  advance  payments  of  one's  current  tax  liability  based  on  estimated  tax 
liability.  Form  1040-ES,  Declaration  of  Estimated  Tax  for  Individuals,  must  be 
filed  if  the  estimated  tax  is  $1000  or  more  and  if  any  other  withholdings  will 
total  less  than  90  percent  of  the  current  year's  tax. 

Employed  taxpayers  who  earn  additional  income  by  moonlighting  can  avoid 
paying  estimated  taxes  by  amending  their  Form  W-4  to  increase  payroll  with- 
holding to  cover  the  anticipated  extra  liability.  In  this  way,  the  employer  is 
directed  to  overwithhold  taxes  so  that  the  taxpayer  sufficiently  prepays  the  taxes 
on  the  other  income.  In  such  a  case,  a  Form  1040-ES  will  not  have  to  be  filed. 


Si    Identify  the  eight 
steps  involved  in  calculating 
federal  income  taxes. 


Eight  Steps  in  Calculating  Your  Income  Taxes 

There  are  eight  basic  steps  in  calculating  federal  income  taxes: 

1.  Determine  your  total  income. 

2.  Determine  and  report  gross  income  by  subtracting  exclusions. 

3.  Subtract  adjustments  to  income. 

4.  Subtract  the  IRS's  standard  deduction  amount  for  your  tax  status  or  list  your 
itemized  deductions. 

5.  Subtract  the  value  of  your  personal  exemptions. 

6.  Determine  your  tax  liability. 

7.  Subtract  appropriate  tax  credits. 

8.  Calculate  the  balance  due  the  IRS  or  the  amount  of  your  refund. 

The  eight  steps  in  the  overall  process  of  federal  income  tax  calculation  are 
illustrated  in  Figure  3.2.  Our  discussion  of  the  eight  steps  will  remain  general  so 
that  you  can  grasp  the  "big  picture"  of  federal  income  taxation.  Although  we 
provide  a  number  of  details,  limitations,  and  qualifications  throughout  this 
chapter,  we  do  not  examine  them  in  depth.  The  wise  financial  manager  will  call 
the  IRS  at  (800)  TAX-1040  to  obtain  Publication  17,  Your  Federal  Income  Tax:  For 
Individuals,  which  is  revised  annually.  All  federal  income  tax  forms  can  be 
obtained  by  telephoning  the  IRS  at  (800)  TAX-3676.  IRS  information  (such  as 
forms,  regulations,  guides,  and  answers  to  common  questions)  may  be  accessed 
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Figure  3.2 


The  Process  of  Income  Tax  Calculation 
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from  the  World  Wide  Web  at  www.irs.treasury.gov/prod/cover.html.  A  visit  to  a 
bookstore  will  give  you  an  opportunity  to  purchase  privately  produced  tax 
guides  that  offer  advice  on  how  to  reduce  income  taxes  and  computer  software 
to  assist  in  filling  out  your  return. ^ 


*  One  of  the  best  tax  guides  is  the  annual,  authoritative,  and  readable  J.  K.  Lasser's  Your  Income  Tax 
(New  York:  Simon  &  Schuster). 

t  Popular  computer  software  programs  to  help  prepare  income  tax  returns  include  Kiplinger  Tax- 
Cut  (Block  Financial  Software),  Personal  Tax  Edge  (Parsons),  Simply  Tax  (4Home  Productions), 
TaxCut  (H&R  Block),  and  Turbo  Tax  (Intuit). 
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1.  Determine  Your  Total  Income 

Practically  everything  you  receive  in  return  for  your  work  or  services  and  any 
profit  from  the  sale  of  assets  are  considered  income,  whether  the  compensation 
is  paid  in  cash,  property,  or  services.  Listing  these  earnings  will  reveal  your  total 
income — compensation  from  all  sources — most,  but  not  all,  of  which  will  be 
subject  to  income  taxes. 


2.  Determine  and  Report  Gross  Income 
by  Subtracting  Exclusions 

On  the  tax  form,  gross  income  consists  of  all  income  received  in  the  form  of 
money,  goods,  services,  and  property  that  you  are  required  to  report.  To  deter- 
mine gross  income,  you  need  to  examine  which  kinds  of  income  should  be 
included  and  which  kinds  should  be  excluded,  because  many  sources  of  income 
are  not  subject  to  federal  taxation.  You  eventually  calculate  and  pay  personal 
income  taxes  only  on  your  taxable  income.  (Subtractions  from  gross  income  will 
later  be  allowed  in  adjustments,  deductions,  and  exemptions,  as  indicated  in  the 
unshaded  boxes  in  Figure  3.2.) 

Income  to  Include  Most  people  have  their  income  reported  to  them  annually 
on  a  Form  W-2,  Wage  and  Tax  Statement.  Employers  must  provide  W-2  infor- 
mation by  January  31  of  the  next  year.  If  you  earn  income  from  interest  or  div- 
idends or  other  sources,  those  sources  may  send  you  a  Form  1099,  Miscellaneous 
Income.  That  information  is  provided  to  the  IRS. 

Types  of  income  included  in  gross  income  are  as  follows: 

Wages  and  salaries 

Commissions 

Bonuses 

Professional  fees  earned 

Interest  income  (including  dividends  from  credit  unions  and  any  interest  on 

federal  income  tax  refunds) 

Dividends  (including  distributions  from  mutual  funds  even  though  they  are 

reinvested) 

Tips  earned 

Alimony  received 

Scholarship  and  fellowship  income  spent  on  room,  board,  and  other  living 

expenses 

Graduate-level  tuition  reimbursements  from  employers 

Grants  and  the  value  of  tuition  reductions  that  pay  for  teaching  or  other 

services 

Annuity  and  pension  income  received  (although  portions  are  excluded) 

Military  retirement  income 

Social  Security  income  (a  portion  is  taxed  above  certain  income  thresholds) 

Disability  payments  received  if  you  did  not  pay  the  premiums 
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Punitive  damage  payments  from  personal  injury  lawsuits 

Value  of  personal  use  of  employer-provided  car 

Withdrawals  and  disbursements  from  qualified  retirement  accounts,  such  as 
an  IRA,  a  401(k)  plan,  or  a  Keogh  account  (discussed  in  Chapter  18,  "Retire- 
ment Planning") 

State  and  local  income  tax  refunds  (only  if  the  taxpayer  itemized  deductions 
the  previous  year) 

Fair  value  of  anything  received  in  a  barter  arrangement 

Withdrawals  from  a  tuition  prepayment  plan 

Employee  productivity  awards 

Awards  for  artistic,  scientific,  and  charitable  achievements  unless  assigned 
to  a  charity 

Prizes,  contest  winnings,  and  rewards 

Gambling  and  lottery  winnings 

Any  kind  of  illegal  income 

Fees  for  serving  as  a  juror  or  election  worker 

Unemployment  benefits 

Partnership  income  or  share  of  profits 

Net  rental  income 

Royalties 

Investment,  business,  and  farm  profits  (or  losses) 


Capital  Gains  and  Losses  A  capital  asset  is  property  owned  by  a  taxpayer  for 
personal  use  or  as  an  investment.  Examples  of  capital  assets  include  stocks, 
bonds,  real  estate,  household  furnishings,  jewelry,  automobiles,  and  coin  collec- 
tions. A  capital  gain  is  income  received  from  the  sale  of  a  capital  asset  above  the 
costs  incurred  to  purchase  and  sell  the  asset.  A  capital  loss  results  when  the  sale 
of  a  capital  asset  brings  less  income  than  the  costs  of  purchasing  and  selling  the 
asset. 

Capital  gains  and  losses  on  investment  properties  must  be  reported  on  the 
tax  return.  Capital  gains  from  the  sale  or  exchange  of  property  held  for  personal 
use  must  be  reported  as  income,  but  losses  are  not  deductible. 

A  long-term  capital  gain  (or  loss)  occurs  when  the  asset  was  held  for  more 
than  12  months  (except  for  art  and  collectibles).  A  short-term  capital  gain  (or 
loss)  occurs  when  the  asset  was  held  for  one  year  or  less.  Long-term  capital  gains 
are  taxed  at  20  percent,  although  the  rate  is  only  10  percent  for  those  in  the  15 
percent  marginal  tax  bracket;  short-term  capital  gains  are  taxed  at  your  marginal 
tax  rate.  Gains  on  assets  aquired  after  the  year  2000  and  held  by  individual  tax- 
payers for  more  than  five  years  will  be  subject  to  reduced  rates  for  taxable  years 
beginning  after  December  31,  2000.  The  20  percent  and  10  percent  rates  will  be 
reduced  to  18  percent  and  8  percent  respectively. 

It  is  important  to  realize  that  not  all  investments  are  profitable,  so  capital 
losses  are  deductible  against  capital  gains  (a  tax  break  that  encourages  venture- 
some investments).  If  such  losses  exceed  the  comparable  gains,  the  remaining 
losses  can  be  matched  against  up  to  $3000  of  other  income.  Any  loss  left  over 
can  be  carried  forward  to  successive  years,  up  to  an  annual  $3000  maximum. 
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Income  to  Exclude  Some  sources  of  income  are  not  considered  legally  as  income 
for  federal  tax  purposes;  thus,  such  income  is  tax-exempt.  These  amounts  are 
called  exclusions.  Some  of  the  more  common  exclusions  are  as  follows: 

Interest  received  on  municipal  bonds  (issued  by  states,  counties,  cities,  and 
districts) 

Income  from  a  car  pool 

Income  from  items  sold  at  a  garage  sale  for  a  sum  less  than  what  you  paid 

Cash  rebates  on  purchases  of  new  cars  and  other  products 

Scholarship  and  fellowship  income  spent  on  course-required  tuition,  fees, 
books,  supplies,  and  equipment  (degree  candidates  only) 

Prizes  and  awards  made  primarily  to  recognize  artistic,  civic,  charitable, 
educational,  and  similar  achievements 

Federal  income  tax  refunds 

State  income  tax  refunds  (for  a  year  when  you  did  not  itemize  deductions 
on  the  federal  return) 

Interest  received  on  Series  EE  bonds  used  for  college  tuition  and  fees 
(discussed  in  Chapter  5,  "Managing  Your  Cash") 

Child-support  payments  received 

Property  settlement  in  a  divorce 

Compensatory  damages  in  physical  injury  cases 

Return  of  money  loaned  and  money  received  from  a  loan 

Net  proceeds  from  health  and  accident  insurance  policies 

Earnings  accumulating  within  annuities,  cash-value  life  insurance  policies, 
Series  EE  bonds,  and  qualified  retirement  accounts 

Life  insurance  death  benefits 

Gifts  and  inheritances 

Welfare,  black  lung,  worker's  compensation,  and  veterans'  benefits 

Value  of  food  stamps 

First  $500,000  ($250,000  if  single)  gain  on  sale  of  principal  residence 

Disability  insurance  benefits  if  you  paid  the  insurance  premiums 

Social  Security  benefits  (subject  to  limits) 

Up  to  14  days  of  rental  income  from  vacation  home 

Tuition  reduction  if  not  received  as  compensation  for  teaching  or  service 

The  first  $5000  of  death  benefits  paid  by  an  employer  to  a  worker's 
beneficiary 

Travel  and  mileage  expenses  reimbursed  by  an  employer  (if  not  previously 
deducted  by  the  taxpayer) 

Amounts  paid  by  employers  for  premiums  for  medical  insurance,  worker's 
compensation,  and  Social  Security  taxes 

Moving  expenses  reimbursements  received  from  an  employer  (if  not  previ- 
ously deducted  by  the  taxpayer) 
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•  Employer-provided  meals 

•  Employer-provided  mass  transit  fares  (up  to  $60  per  month)  for  commuting 
purposes  and  subsidized  parking  (up  to  $170  per  month) 

•  The  first  $50,000  worth  of  group-term  life  insurance  provided  by  an  employer 

•  Employer  payments  for  dependent  care  assistance  (for  children  and  parents) 

•  Employee  contributions  to  flexible  spending  accounts 

•  Employer-provided  tuition  assistance  for  undergraduate  classes  (up  to  $5250) 

3.  Subtract  Adjustments  to  Income 

Adjustments  to  income  represent  a  selected  group  of  legal  subtractions  from 
gross  income  that  include  contributions  to  personal  retirement  accounts,  certain 
moving  expenses,  alimony  paid,  interest  penalties  for  early  withdrawal  of  sav- 
ings certificates  of  deposit,  interest  (for  five  years  only)  on  student  loans  for 
higher  education  ($1500  in  1999,  $2000  in  2000,  and  $2500  in  2001),  and  cer- 
tain expenses  of  self-employed  persons.  Adjustments  are  subtracted  from  gross 
income  to  determine  adjusted  gross  income  (AGI).  In  addition  to  reducing  your 
AGI  directly,  they  help  you  qualify  for  other  AGI-based  write-offs,  such  as  for 
some  itemized  deductions. 

To  illustrate  the  value  of  adjustments  to  income,  consider  a  person  with  a 
gross  income  of  $30,000  who  contributes  $1000  to  a  qualified  retirement 
account  (a  tax-advantaged  plan  that  the  IRS  has  approved  to  encourage  saving 
for  retirement).  The  adjustment  reduces  gross  income  to  $29,000  and,  therefore, 
saves  $280  in  income  taxes  (calculated  using  Table  3.2).  (Contributions  to  retire- 
ment plans  are  covered  in  Chapter  18.)  Adjustments  are  called  above-the-line 
deductions  because  they  may  be  subtracted  from  gross  income  regardless  of 
whether  the  taxpayer  itemizes  deductions  or  takes  the  standard  deduction 
amount  (these  procedures  are  explained  later  in  this  section). 

4.  Subtract  the  Standard  Deduction  for  Your  Tax  Status 
or  Itemize  Your  Deductions 

Over  the  years,  Congress  has  approved  a  number  of  day-to-day  living  expenses 
that  can  be  deducted  from  adjusted  gross  income.  Taxpayers  are  permitted  to 
reduce  their  adjusted  gross  income  by  the  amount  of  the  standard  deduction  or 
the  total  of  their  itemized  deductions,  whichever  is  larger.  The  standard  deduc- 
tion is  the  amount  that  all  taxpayers  (except  some  dependents)  who  do  not 
choose  to  itemize  deductions  may  subtract  from  their  adjusted  gross  income. 
The  amount  varies  according  to  filing  status,  age,  and  blindness.  In  effect,  it  con- 
sists of  the  government's  legally  permissible  estimate  of  any  likely  tax-deductible 
expenses  such  taxpayers  might  have.  For  example,  the  standard  deduction 
amounts  are  $4300  for  single  individuals  and  $7200  for  married  people  filing 
jointly.  Taxpayers  whose  total  itemized  deductions  would  not  exceed  the 
amount  permitted  for  the  standard  deduction  may  instead  use  the  appropriate 
standard  deduction. 

About  one-fourth  of  all  taxpayers  have  itemized  deductions  that  total  more 
than  the  standard  deduction  amount  for  their  filing  status — the  description  of 
family  status  that  determines  the  taxpayer's  tax  bracket  and  rate  at  which 
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income  is  taxed.  A  return  can  be  filed  with  a  status  of  a  single  person,  a  married 
person  (filing  separately  or  jointly),  or  a  head  of  household. 

Taxpayers  whose  tax-deductible  expenses  exceed  the  standard  deduction 
amount  may  forego  the  standard  deduction  and  list  their  itemized  deductions 
instead.  These  items  are  part  of  a  person's  or  business's  total  expenditures  that 
can  be  deducted  from  adjusted  gross  income  in  determining  taxable  income.  For 
example,  a  single  person  might  list  all  of  his  or  her  possible  tax  deductions  and 
find  that  they  total  $5000,  which  is  more  than  the  standard  deduction  amount 
of  $4300  permitted  for  single  taxpayers.  In  that  case,  the  single  person  should 
deduct  $5000  instead  of  taking  the  $4300  standard  deduction  amount.  Some 
deductions  are  subject  to  limits  based  on  one's  adjusted  gross  income.  The  tax 
form  lists  the  following  classifications  of  itemized  deductions: 

•  Medical  and  dental  expenses 

•  Taxes 

•  Interest  paid 

•  Gifts  to  charity 

•  Casualty  and  theft  losses 

•  Miscellaneous  expenses 

Examples  of  legitimate  deductions  in  each  of  these  categories  follow. 

Medical  and  Dental  Expenses  (Not  Paid  by  Insurance) 
in  Excess  of  7.5  Percent  of  Adjusted  Gross  Income 

Medicine  and  drugs 

Medical  insurance  premiums,  including  those  for  long-term  insurance  for  the 
chronically  ill  (subject  to  limits)  and  for  contact  lenses 


I  KNOWl 


A  Sideline  Business  Can  Reduce  Your  Income  Taxes 


Some  people  moonlight  from  their  regular  jobs  or 
do  freelance  work  to  increase  income;  others  con- 
vert a  hobby  into  a  sideline  business.  In  addition  to 
the  income  it  provides,  a  sideline  business  is  associ- 
ated with  several  tax  advantages.  These  benefits 
include  deductions  for:  home-office  expenses  (if  the 
strict  standards  are  met);  expenses  for  vehicles, 
computers,  and  office  equipment;  hiring  family 
members;  a  portion  of  related  meals  and  entertain- 
ment costs  (receipt  or  diary  entry  required  for 
amounts  above  $75);  gift  expenses  (limited  to  $25 
per  person);  travel  (including  all  expenses  when 
staying  over  Saturday  night  to  take  advantage  of 
reduced  airfare);  and  a  portion  of  the  cost  of  health 
insurance  premiums.  A  person  with  a  sideline  busi- 
ness also  has  additional  opportunities  to  set  aside 


tax-deferred  retirement  funds,  as  well  as  move 
many  previously  nondeductible  miscellaneous 
deductions  to  the  business. 

A  simple  hobby,  however,  will  not  qualify  if 
you  pursue  it  only  to  take  tax  losses  every  year.  You 
may  deduct  expenses  and  even  claim  deductible 
losses  when  you  can  show  that  your  business  activ- 
ity is  profit-oriented.  According  to  the  IRS,  the  best 
way  to  prove  that  your  sideline  business  is  real  is  to 
earn  a  profit  in  at  least  three  of  five  consecutive 
years,  although  court  decisions  frequently  show 
that  this  criterion  is  not  a  firm  requirement.  If  pos- 
sible, you  might  want  to  consider  a  sideline  busi- 
ness to  reduce  your  income  taxes  to  give  you  more 
money  to  spend,  save,  and  invest. 
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Medical  services  (doctors,  dentists,  nurses,  hospitals,  long-term  health  care) 
and  medical  equipment  (hearing  aids,  eyeglasses) 

Home  improvements  made  for  the  physically  handicapped 

Transportation  costs  to  and  from  locations  where  medical  services  are 
obtained,  using  a  standard  flat  mileage  allowance 

Taxes  You  Paid 

Real  property  taxes  (such  as  on  a  home  or  land) 

Personal  property  taxes  (such  as  on  an  automobile  when  any  part  of  the  tax  is 
based  on  the  value  of  the  car) 

State,  local,  and  foreign  income  taxes 

Interest  Expenses 

Interest  paid  on  first  and  second  home  mortgage  loans  (up  to  $1  million  debt) 
Interest  for  some  "points"  and  loan-origination  fees  paid  for  housing  loans 
Interest  paid  on  home-equity  loans  for  amounts  up  to  $100,000  debt 
Interest  paid  on  loans  used  for  investments  (subject  to  limits) 

Gifts  to  Charity 

Cash  contributions  to  qualified  organizations,  such  as  churches,  schools,  and 
other  qualifying  charities  (receipt  required  for  $250  or  more) 

Noncash  contributions  (such  as  personal  property)  at  fair  market  value  (a 
receipt  is  required  for  contributions  of  more  than  $500) 

Travel  expenses  incurred  while  performing  volunteer  services  for  a  charitable 
organization,  using  a  standard  flat  mileage  allowance 

Casualty  and  Theft  Losses  (Not  Paid  by  Insurance) 
in  Excess  of  10  Percent  of  Adjusted  Gross  Income 

Casualty  losses  (such  as  from  storms,  vandalism,  and  fires)  in  excess  of  $100 

Theft  of  money  or  property  in  excess  of  $100  (a  copy  of  the  police  report  pro- 
vides good  substantiation) 

Mislaid  or  lost  property  if  the  loss  results  from  an  identifiable  event  that  is  sud- 
den, unexpected,  or  unusual  (such  as  catching  a  diamond  ring  in  a  car  door 
and  losing  the  stone) 

Job  Expenses  and  Most  Other  Miscellaneous  Deductions 

in  Excess  of  2  Percent  of  Adjusted  Gross  Income  (Partial  Listing  Only) 

Union  or  professional  association  dues  and  membership  fees 

Fees  for  a  safe-deposit  box  used  to  store  papers  related  to  income-producing 
stocks,  bonds,  or  other  investments 

Custodial  fees  on  a  qualified  pension  plan  (such  as  on  an  IRA) 
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Purchase  and  maintenance  of  specialized  clothing  that  is  not  suitable  for  off- 
the-job  use  (such  as  protective  shoes,  hats,  and  gloves),  including  uniforms 
for  members  of  the  armed  forces  reserves 

Unreimbursed  employee  business  expenses  (but  only  a  portion  of  the  cost  of 
meals  and  entertainment),  including  long-distance  telephone  calls,  cleaning 
and  laundry,  and  car  washes  (of  business  vehicle) 

Tax  counsel  and  tax  preparation  fees 

Investment  advisory  and  management  fees 

Tools  and  supplies  for  use  in  a  profession 

Books  and  periodicals  for  use  in  a  profession 

Expenses  for  investment  publications  if  you  have  investment  income 

Custodial  fees  for  stock  and  mutual  fund  dividend  reinvestment  plans 

Business  use  of  a  personal  residence  or  home  office  (subject  to  limits  if  used 
regularly  and  exclusively  for  business  and  you  have  no  other  location  where 
you  conduct  substantive  activities  of  that  business) 

Fees  paid  to  obtain  employment  through  an  agency 

Travel  costs  between  two  jobs,  using  a  flat  mileage  allowance 

Job-related  car  expenses  (but  not  commuting  to  work),  using  a  flat  mileage 
allowance  or  actual  expenses 

Commuting  costs  that  qualify  as  a  business  or  education  expense 

Medical  examinations  required  (but  not  paid  for)  by  an  employer  to  obtain  or 
keep  a  job 

Appraisal  fees  on  taxable  types  of  items 

Education  expenses  for  an  employee  required  by  his  or  her  employer  to  main- 
tain and  improve  skills  to  advance  his  or  her  career,  but  generally  not  if  the 
training  readies  the  employee  for  a  new  career 

Transportation,  food,  and  entertainment  costs  for  job  hunting  (which  does  not 
have  to  be  successful)  in  your  present  career 

Expenses  for  typing,  printing,  career  counseling,  want  ads,  telephone  calls, 
employment  agency  fees,  and  mailing  resumes  for  seeking  a  job  in  your 
present  career  field 

Other  Miscellaneous  Deductions  Allowed  at  100  Percent 

Gambling  losses  (but  only  to  offset  reported  gambling  income) 
Business  expenses  for  handicapped  workers 

Given  the  considerable  list  of  deductions  listed  here  and  numerous  others  for 
which  you  might  qualify,  it  makes  sense  to  estimate  your  possible  deductions 
very  carefully.  If  the  estimated  total  exceeds  the  standard  deduction  amount  or 
is  even  close,  go  back  and  itemize  deductions  more  carefully  and  then  deduct  the 
larger  amount. 
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5.  Subtract  the  Value  of  Your  Personal  Exemptions 

As  noted  earlier,  an  exemption  is  a  legally  permitted  deduction  of  a  taxpayer's 
income  for  each  person  supported  by  that  income  (unless  he  or  she  is  claimed  as 
an  exemption  by  another  taxpayer,  such  as  a  parent).  Each  personal  exemption 
reduces  taxable  income  by  $2750.  You  may  claim  an  exemption  for  yourself,  a 
spouse,  and  for  other  dependents.  The  value  of  a  personal  exemption  is  phased 
out  for  higher-income  taxpayers.* 

The  number  of  exemptions  you  claim  on  your  tax  return  may  differ  from  the 
number  claimed  on  the  Form  W-4  filed  with  your  employer.  For  example,  you 
may  have  chosen  to  claim  fewer  exemptions  on  your  Form  W-4  so  that  your 
employer  would  withhold  a  greater  amount  of  taxes  and  ensure  that  you  would 
receive  a  refund. 

Claiming  Another  Person  as  an  Exemption  To  claim  someone  else  as  a  depen- 
dent for  tax  purposes  and,  therefore,  that  person's  exemption  value,  the  depen- 
dent must  meet  five  criteria: 

1.  The  dependent  must  be  a  relative  or,  if  unrelated,  must  have  resided  in  your 
home  as  a  member  of  your  household. 

2.  If  the  person  was  younger  than  age  19  or  was  a  full-time  student  younger 
than  age  24,  his  or  her  income  does  not  matter.  A  person  not  meeting  this 
age  and  student  status  requirement  must  have  received  less  than  $2750  in 
gross  income  for  the  year  to  be  claimed  as  a  dependent. 

3.  More  than  half  of  the  dependent's  total  support  must  have  been  provided  by 
you.  (Exceptions  include  children  of  divorced  parents,  who  generally  can  be 
claimed  only  by  the  custodial  parent.) 

4.  The  dependent  must  be  a  U.S.  citizen  or  a  legal  resident  of  the  United  States, 
Canada,  or  Mexico. 

5.  The  dependent  must  not  have  filed  a  joint  return  with  his  or  her  spouse.  If 
the  person  and  the  person's  spouse  file  a  joint  return  only  to  obtain  a  refund, 
you  may  claim  him  or  her  if  the  other  criteria  apply. 

What  If  You  Are  Claimed  as  an  Exemption?  If  you  are  claimed  as  a  dependent 
on  someone  else's  return  or  are  eligible  to  be  claimed,  you  cannot  claim  a  per- 
sonal exemption  for  yourself,  as  only  one  person  receives  the  exemption.  For 
dependents  who  are  claimed  as  an  exemption  by  another  person  yet  must  still 
file  a  return,  the  amount  permitted  for  that  taxpayer's  standard  deduction  is  lim- 
ited to  $700  or  the  amount  of  income  earned  on  a  job,  up  to  the  amount  of  the 
standard  deduction  ($4300) — whichever  is  greater. 


The  effective  marginal  rates  for  high-income  taxpayers  are  1  to  3  percent  higher  than  the  given 
marginal  tax  brackets  because  the  value  of  their  personal  exemptions  begins  to  be  phased  out 
when  adjusted  gross  income  exceeds  these  thresholds:  $126,600  if  filing  as  single  and  $189,950 
if  married  filing  jointly. 
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6.  Determine  Your  Tax  Liability 

The  steps  detailed  to  this  point  are  used  to  determine  your  taxable  income.  Tax- 
able income  is  calculated  by  taking  the  taxpayer's  gross  income,  subtracting 
adjustments  to  income,  subtracting  either  the  standard  deduction  or  total  item- 
ized deductions,  and  subtracting  the  amount  permitted  for  the  number  of 
exemptions  allowed.  The  amount  of  taxable  income  is  used  to  determine  the 
taxpayer's  tax  liability  via  the  tax  tables  or  tax-rate  schedules  combined  with  the 
appropriate  filing  status  (such  as  single  or  married  filing  jointly).  Each  filing  sta- 
tus has  a  separate  tax-rate  table  or  schedule,  which  you  then  use  to  find  your  tax 
liability.*  Table  3.3  shows  segments  from  the  tax  tables. 

The  following  examples  show  how  to  determine  tax  liability. 

1.  A  married  couple  filing  jointly  has  a  gross  income  of  $47,000,  adjustments  of 
$5350,  itemized  deductions  of  $4285,  and  two  exemptions.  They  take  the 
standard  deduction  of  $7200  because  their  itemized  deductions  do  not 
exceed  that  amount. 

Gross  income  $47,000 

Less  adjustments  to  income  -5,350 

Adjusted  gross  income  41,650 
Less  standard  deduction  for  married  couple     -7,200 

Subtotal  34,450 

Less  value  of  two  exemptions  -5,500 

Taxable  income  28,950 

Tax  liability  (horn  Table  3.3)  $  4,346 

2.  A  single  person  has  a  gross  income  of  $47,300,  adjustments  of  $5320,  item- 
ized deductions  of  $8400,  and  one  exemption.  He  or  she  subtracts  his  or  her 
total  itemized  deductions  because  the  amount  exceeds  the  $4300  permitted 
standard  deduction  value. 

Gross  income  $47,300 

Less  adjustments  to  income  -5,320 

Adjusted  gross  income  41,980 

Less  itemized  deductions  -8,400 

Subtotal  33,580 

Less  value  of  one  exemption  -2,750 

Taxable  income  30,830 

Tax  liability  (from  Table  3.3)  $  5,284 

3.  A  married  couple  with  a  gross  income  of  $127,000  has  adjustments  of  $3400, 
itemized  deductions  of  $9800,  and  two  exemptions.  The  itemized  deductions 
are  taken  because  they  exceed  the  standard  deduction  value  of  $7200  for  a 
married  couple. 


Taxpayers  with  several  children,  extremely  high  incomes,  or  substantial  income  from  tax-exempt 
sources  may  have  to  pay  an  alternative  minimum  tax  (AMT),  instead  of  the  standard  tax  rates. 
The  rate  is  26  percent  for  the  first  $175,000  in  taxable  income;  the  rate  then  rises  to  28  percent. 
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Gross  income  $127,000 

Less  adjustments  to  income  -3,400 

Adjusted  gross  income  123,600 

Less  itemized  deductions  -9,800 

Subtotal  113,800 

Less  value  of  two  exemptions  -5,500 

Taxable  income  108,300 

Tax  liability*  $  24,855 


7.  Subtract  Appropriate  Tax  Credits 

You  also  may  be  able  to  lower  your  tax  liability  through  tax  credits.  A  tax  credit 
directly  reduces  tax  liability,  as  opposed  to  a  deduction  that  reduces  income  sub- 
ject to  tax.  Tax  credits  are  dollar-for-dollar  subtractions  from  tax  liability.  Such 
subtractions  reduce  tax  liability  to  final  tax  liability,  which  is  the  amount  owed 
after  subtracting  tax  credits.  You  may  take  tax  credits  regardless  of  whether  you 
itemize  deductions.  Even  if  you  have  zero  tax  liability,  you  might  be  eligible  for 
a  refund  of  some  tax  credits.  Most  credits  are  subject  to  income  limits,  meaning 
that  high-income  taxpayers  may  not  be  eligible  for  the  credit. 

Hope  Scholarship  and  Lifetime  Learning  Credits  Two  tax  credits  exist  for  qual- 
ifying higher  education  expenses.  If  you  paid  tuition  and  related  expenses  for 
yourself,  a  spouse,  or  a  person  you  claim  as  a  dependent  for  being  enrolled  in  the 
first  two  years  of  post-secondary  education,  you  may  claim  a  Hope  Scholarship 
credit.  The  amount  is  100  percent  of  the  first  $1000  plus  50  percent  of  the  next 
$1000  paid,  for  a  maximum  of  $1500.  The  lifetime  learning  credit  may  be 
claimed  for  tuition  and  related  expenses  beyond  the  first  two  years  of  post- 
secondary  school.  This  credit  amounts  to  20  percent  of  the  first  $5000  paid,  for 
a  maximum  of  $1000.  You  may  not  claim  both  the  Hope  credit  and  the  Lifetime 
Learning  Credit  for  the  same  tax  year. 

Adoption  Credit  A  tax  credit  of  up  to  $5000  is  available  for  the  qualifying  costs 
of  an  adoption. 

Child  Tax  Credit  You  may  take  a  $500  child  tax  credit  for  each  qualifying  child 
younger  than  age  17  claimed  as  a  dependent. 

The  Dependent/Child  Care  Credit  The  dependent/child  care  credit  applies  to 
workers  who  pay  for  dependent  care  of  a  child  or  disabled  dependent  that  gives 
them  the  freedom  to  work,  seek  work,  or  attend  school  full  time.  Depending 
upon  your  income,  the  credit  is  20  to  30  percent  of  child  care  expenses  up  to  the 
$2400  (one  dependent)  or  $4800  (two  or  more  dependents)  limit.  The  depen- 
dent/child care  credit  is  phased  out  for  incomes  above  $28,000.  This  credit  is  non- 
refundable; it  is  limited  to  the  taxpayer's  tax  liability. 


The  tax  liability  here  is  calculated  from  the  tax-rate  schedules  in  Table  3.2  because  the  taxable 
income  is  higher  than  $100,000,  which  is  the  maximum  for  the  tax  tables.  The  tax  liability  is 
computed  as  follows:  $23,537.50  +  [0.31  x  ($108,300  -  $104,050)]  =  $24,855. 
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The  Earned  Income  Credit  The  earned  income  credit  (EIC)  is  a  refundable 
credit  for  low-income  workers.  It  is  a  special  subsidy  that  the  government  pays 
to  low-income  working  people  who  are  at  least  age  25  but  younger  than  age  64. 
This  credit  is  available  for  those  whose  earned  income  (wages,  salaries,  and  so 
forth)  and  adjusted  gross  income  are  less  than  $28,000  (but  at  least  $1).  The 
credit  can  be  as  much  as  $1440  for  a  family  or  $720  with  no  qualifying  children. 
Note  that  college  students  may  qualify  for  the  EIC.  Anyone  who  was  eligible  for 
the  credit  may  file  to  receive  a  credit  retroactively  for  the  previous  three  years. 

8.  Calculate  the  Balance  Due 
or  the  Amount  of  Your  Refund 

The  subtraction  of  your  tax  credits  yields  your  final  tax  liability.  Next,  you 
should  examine  the  Form  W-2  for  the  year  that  summarizes  the  federal  income 
tax  withheld.  If  the  amount  withheld  plus  any  estimated  tax  payments  you 
made  is  greater  than  your  final  tax  liability,  then  you  should  receive  a  tax  refund. 
If  the  amount  is  less  than  your  final  tax  liability,  then  you  have  a  tax  balance 
due.  In  such  a  case,  you  must  send  the  government  a  check  or  money  order 
made  out  to  the  IRS  for  the  money  owed. 

Taxpayers  generally  hear  from  the  IRS  within  three  weeks  if  they  have  failed 
to  sign  the  return,  neglected  to  attach  a  copy  of  the  Form  W-2,  made  an  error  in 
arithmetic,  or  used  the  wrong  tax  tables  or  tax-rate  schedules.  Refunds  are  usu- 
ally received  within  six  weeks. 


0 


Understand  planning 
strategies  to  legally  avoid 
overpayment  of  income 
taxes. 


Avoid  Taxes  Through  Proper  Planning 


If  you  are  knowledgeable  about  tax  laws  and  regulations,  keep  reasonably  good 
records,  and  are  assertive  in  your  planning,  you  can  avoid  overpayment  of  taxes. 
While  the  U.S.  tax  laws  are  strict  and  punitive  about  compliance,  they  remain 
neutral  about  whether  the  taxpayer  should  take  advantage  of  every  "break"  and 
opportunity  possible.  As  Judge  Learned  Hand  said  many  years  ago,  "There  is 
nothing  sinister  in  so  arranging  one's  affairs  as  to  keep  taxes  as  low  as  possible." 
Proper  planning  in  personal  finance  requires  that  you  apply  the  old  saying, 
"Nothing  ventured,  nothing  gained,"  to  your  income  taxes.  The  strategies 
described  here  will  enable  you  to  accumulate  more  personal  assets,  to  share 
those  assets  with  family  members  in  lower  tax  brackets,  and  eventually  to  pass 
the  assets  on  to  surviving  relatives  with  a  minimum  of  tax  erosion. 


Practice  Tax  Avoidance,  Not  Tax  Evasion 

Tax  evasion  involves  deliberately  and  willfully  hiding  income,  falsely  claiming 
deductions,  or  otherwise  cheating  the  government  out  of  taxes  owed.  It  is  ille- 
gal. A  waiter  who  does  not  report  tips  received  and  a  baby-sitter  who  does  not 
report  income  are  both  evading  taxes,  as  is  a  person  who  deducts  $150  in  church 
contributions  but  who  fails  to  actually  make  the  donations.  Tax  avoidance,  on 
the  other  hand,   means  reducing  tax  liability  through  legal  techniques.   It 
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involves  applying  knowledge  of  the  tax  code  and  regulations  to  personal  income 
tax  planning. 

Tax  evasion  results  in  penalties,  fines,  interest  charges,  and  a  possible  jail  sen- 
tence. In  contrast,  tax  avoidance  boosts  your  after-tax  income  because  you  pay 
less  in  taxes;  as  a  result,  you  will  have  more  money  available  for  spending,  sav- 
ing, and  investing. 


A  Dollar  Saved  from  Taxes  Is  Really  Two  Dollars — or  More 

Sufficient  reasons  to  avoid  taxes  can  be  summarized  in  three  ways: 

•  Opportunity  cost  represents  the  most  valuable  alternative  that  must  be  sac- 
rificed to  satisfy  a  want.  An  opportunity  cost  is  measured  in  terms  of  the  value 
of  this  forgone  opportunity,  and  it  is  reflected  by  the  cost  of  what  one  must 
do  without  or  what  one  could  have  bought  instead.  Giving  the  government 
money  in  the  form  of  taxes  has  an  opportunity  cost.  By  paying  $1  in  taxes, 
you  lose  the  alternative  use  of  that  dollar. 

•  If  you  pay  a  dollar  too  much  in  taxes,  you  may  need  to  earn  another  dollar  to 
replace  it.  Thus,  a  dollar  saved  in  taxes  may  be  viewed  as  two  dollars  in  your 
pocket  that  become  available  for  alternative  uses;  any  second  dollar  earned  is 
yours  to  keep  if  you  did  not  pay  that  extra  dollar  to  the  government  in  the 
first  place. 

•  If  the  two  dollars  saved  are  invested,  the  earnings  from  that  investment 
expands  the  savings  even  further. 

These  three  reasons  should  provide  sufficient  motivation  for  you  to  find  legal 
ways  to  reduce  your  tax  liability. 

Strategy:  Reduce  Taxable  Income  When  Possible 

It  may  seem  illogical  to  suggest  that  to  lower  tax  liability  you  should  reduce 
income.  The  key  is  to  reduce  taxable  income,  not  all  sources  of  income.  Reduc- 
ing your  federal  taxable  income  also  usually  reduces  the  personal  income  taxes 
imposed  by  states  and  municipalities. 

A  popular  way  to  reduce  taxable  income  is  to  pay  some  expenses  with  pretax 
dollars.  Paying  the  expenses  with  pretax  dollars  (money  income  that  has  not 
been  taxed  by  the  government)  lowers  your  taxable  income,  decreases  your  take- 
home  pay,  and  increases  your  effective  take-home  pay  because  of  the  reimburse- 
ments. Two  useful  ways  of  reducing  taxable  income  by  paying  with  pretax  dol- 
lars are  premium  conversion  of  health  plan  premiums  and  flexible  spending 
accounts. 

Premium  Conversion  of  Health  Plan  Premiums  An  IRS-approved  tax  shelter 
that  is  frequently  offered  by  large  employers  is  premium  conversion  of  health 
plan  premiums.  Under  this  plan,  an  employee  has  the  amount  he  or  she  pays  for 
health  benefits  premiums  deducted  from  his  or  her  salary  before  taxes  are  calcu- 
lated. Premium  conversion  saves  money  for  the  employee  because  the  health 
premiums  are  paid  with  pretax  dollars.  As  a  result,  those  amounts  avoid  Social 
Security,  Medicare,  and  income  taxes. 
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Flexible  Spending  Accounts  Many  employers  offer  flexible  spending  accounts 
(also  called  expense  reimbursement  accounts  or  pretax  set  asides).  Here  an 
employee  makes  salary-reduction  contributions  to  government-approved  med- 
ical (up  to  $5000)  and/or  dependent  care  (up  to  $3000)  reimbursement 
account(s).  The  pretax  money  may  be  used  to  reimburse  selected  employee-paid 
expenses.  As  with  premium  conversion,  the  taxpayer  does  not  pay  Social  Secu- 
rity, Medicare,  or  income  taxes  on  such  salary  reductions.  The  IRS  is  expected  to 
approve  a  flexible  spending  account  that  allows  workers  to  use  pretax  reim- 
bursement account  dollars  to  pay  for  transit  fares  and  parking.  (Flexible  spend- 
ing accounts  were  discussed  in  Chapter  1.) 


An  Example  of  How  to  Reduce  Income  Taxes 


Ron  and  Marilyn  West  of  Longmont, 
Colorado,  have  a  complex  income  tax 
return  because  they  have  both  made  it 
a  habit  to  learn  about  tax  saving  strate- 
gies and  to  take  advantage  of  them 
whenever  possible.  The  table  at  the 
right  shows  the  Wests'  total  income 
and  demonstrates  how  they  arrive  at  a 
taxable  income  that  is  much  lower.  The 
Wests  have  two  small  children  as  well 
as  Ron's  mother  living  in  their  home. 
By  thinking  hard  about  how  to  reduce 
taxes,  they  have  taken  advantage  of 
many  applicable  adjustments,  deduc- 
tions, exemptions,  and  credits.  Part  of 
their  income  also  comes  from  tax- 
exempt  sources.  Their  deductions  and 
tax  credits,  typical  for  a  couple  with 
two  children,  result  in  a  tax  liability  of 
only  $3246.  The  marginal  tax  rate  for 
the  Wests  is  15  percent.  Their  average 
tax  rate  for  all  income  is  4.6  percent 
($3246  *  $71,300).  For  a  family  with 
such  a  substantial  income,  they  have 
been  quite  successful  in  lowering  their 
tax  liability. 


TOTAL  INCOME 


Ron's  salary 

$  44,200 

Marilyn's  salary 

25,000 

Capital  gains  (sales  of  stock) 

450 

Marilyn's  year-end  bonus 

1,000 

State  income  tax  refund  (itemized  last  year)        180 

Interest  on  savings  account 

350 

Dividends  on  stocks 

120 

Interest  on  tax-exempt  state  bonds 

2,000* 

Gift  from  Marilyn's  mother 

2,500* 

Car-pool  income  (Ron's  van  pool) 

250* 

Total  all  income 

$71,300 

MINUS  EXCLUDABLE  INCOME 

($2000  +  $2500  +  $250  from*  above) 

-4,750 

GROSS  INCOME 

$66,550 

ADJUSTMENTS  TO  INCOME 

Payment  to  Ron's  retirement  account 

$1,000 

Payment  to  Marilyn's  retirement  account 

1,000 

MINUS  ADJUSTMENTS  TO  INCOME 

-2,000 

ADJUSTED  GROSS  INCOME  (AGI) 

$64,550 

DEDUCTIONS 

Medical  expenses 

$5,500 

Exclusion  (7.5%  of  AGI) 

-4,841 

Total  medical  deductions 

$    659 

TAXES 

Real  property 

$1,800 

Personal  property 

210 

Total  deductible  taxes 

$2,010 

INTEREST  EXPENSES 

Home  mortgage 

$10,800 

Home-equity  loan 

160 

Total  deductible  interest  expenses 

$10,960 
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CONTRIBUTIONS 

Church 

$1,200 

Other  charities 

240 

Goodwill 

300 

Charitable  travel 

90 

Total  contributions 

$1,830 

CASUALTY  OR  THEFT 

Loss — diamond  ring 

$6,500 

Insurance  reimbursement 

-0 

Reduction 

-100 

Exclusion  (10%  of  AGI) 

-6,455 

Total  deductible  losses 

$45 

MISCELLANEOUS 

Union  dues  (Ron) 

$360 

Safe-deposit  box 

30 

Unreimbursed  job  expenses 

460 

Cost  of  Ron  looking  for  a  new  job 

900 

Investment  publications 

60 

Financial  planning  tax  advice 

50 

Tax  publications 

20 

Subtotal 

1,880 

Less  2%  of  AGI 

-1,291 

Total  miscellaneous  deductions 

$589 

TOTAL  ITEMIZED  DEDUCTIONS 

-16,093 

MINUS  EXEMPTIONS  (5  @  $2750) 

-13,750 

TAXABLE  INCOME 

$34,707 

TAX  LIABILITY  (from  Table  3.2) 

5,206 

TAX  CREDITS 

Dependent  care  credit 

-960 

Child  tax  credit  (2  children) 

-1,000 

Minus  tax  credits 

-1,960 

FINAL  TAX  LIABILITY 

$3,246 

Strategy:  Seek  Tax-Sheltered  Returns  on  Investments 

People  often  look  for  tax-sheltered  returns  on  their  investments  because  such 
income  is  exempt  from  current  income  taxes.  A  tax  shelter  is  a  tax  planning  tool 
that  provides  a  reduction  or  postponement  of  income  tax  liability.  Congress  per- 
mits tax  shelters  in  an  effort  to  encourage  certain  types  of  investments  or  other 
taxpayer  behaviors.  Some  tax  shelters  permit  the  money  within  the  investment 
to  grow  and  accumulate  free  of  income  taxes,  thus  postponing  the  tax  liability. 
Other  tax  shelters  allow  money  put  into  an  investment  to  reduce  income  tax  lia- 
bility, either  indirectly  (with  a  deduction  or  an  adjustment)  or  directly  (with  a 
credit).  As  a  result,  some  of  the  money  invested  in  tax-sheltered  activities  is  par- 
tially "paid  for"  by  the  government — instead 
of  sending  a  certain  sum  of  money  to  the  gov- 
ernment in  the  form  of  taxes,  the  investor  is 
permitted  to  keep  those  amounts. 

Some  tax  shelters  provide  an  immediate 
cash  benefit  (after  the  investor  completes  an 
income  tax  return),  though  most  represent 
methods  of  deferring  taxes  until  a  later  date 
when  the  tax  rate  might  be  lower.  During  the 
interim  period,  the  taxpayer  gains  an  alterna- 
tive use  for  the  money  not  yet  given  to 
the  government  as  well  as  the  time  value  of 
such  funds.  Strategies  related  to  tax-sheltered 
returns  include  seeking  long-term  capital 
gains  on  investments,  deferring  income  to 
later  years,  avoiding  capital  gains  on  your 
home,  and  considering  investments  that  earn 
tax-exempt  income. 

Long-Term    Capital    Gains   on    Investments 

Because  the  tax  rate  on  long-term  net  capital 
gains  is  20  percent  (10  percent  for  those  in  the 
15  percent  marginal  tax  bracket),  taxpayers 
are  motivated  to  seek  investments  that  offer  a 
return  over  a  number  of  years  rather  than 
months.  For  example,  a  high-income  taxpayer 
in  the  39.6  percent  tax  bracket  who  earns  a 
short-term  net  profit  of  $10,000  on  stocks, 
bonds,  or  land  is  subject  to  ordinary  income 
tax  rates.  Thus,  he  or  she  would  owe  $3960  in 
income  taxes.  In  contrast,  if  that  $10,000 
income  was  earned  over  the  long  term  (more 
than  12  months),  the  maximum  income  tax 
would  be  20  percent,  or  $2000. 

Deferred  Income  A  number  of  methods  are 
available  to  defer  income  to  later  years.  Defer- 
ring income  is  important  because  IRS  regula- 
tions permit  such  income  to  accumulate  free 
of  income   taxes.   When  invested,   deferred 
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KNOW 


The  Principles  of  Reducing  Taxes 


are  a  number  of  principles  that  people  can 
use  to  reduce  tax  liability.  Several  are  listed  below 
along  with  some  examples.  The  illustrations,  of 
course,  are  subject  to  limits  defined  in  this  chapter. 
The  several  principles  are  as  follows: 

1.  Earn  tax-free  income  (such  as  from  tax-exempt 
bonds,  tax-exempt  mutual  funds,  child  support, 
and  income  earned  while  working  overseas). 

2.  Have  an  employer  pay  for  some  of  your  living 
expenses  (such  as  premiums  for  health  care 
and  group  term  life  insurance,  and  education 
assistance). 

3.  Defer  income  to  later  years  when  you  might  be 
in  a  lower  tax  bracket  by  funding  a  qualified 
retirement  account  (such  as  a  salary-reduction 
plan,  an  IRA,  a  Roth  IRA,  or  a  Keogh  plan). 

4.  Save  the  maximum  amount  possible  in  a  quali- 
fied retirement  account  when  an  employer 
offers  some  type  of  matching  contributions  (as 
sometimes  occurs  in  a  salary-reduction  plan). 

5.  Within  your  qualified  retirement  account,  buy 
income-producing  investments  (such  as  high- 
dividend  stocks,  mutual  funds,  and  bonds) 
because  such  income  avoids  taxation  until 
monev  is  withdrawn. 


6.  Use  other  funds  to  invest  in  assets  where  the 
earnings  will  accumulate  without  being  taxed 
(such  as  with  annuities  and  municipal  bonds  as 
well  as  stocks  and  mutual  funds  in  qualified 
retirement  accounts). 

7.  If  you  have  assets  outside  of  your  retirement 
fund,  buy  growth  investments  that  will  yield 
the  largest  capital  gains  outside  of  the  retire- 
ment fund.  This  may  reduce  your  income  tax 
liability,  as  captial  gains  receive  special  treat- 
ment. 

8.  Be  alert  to  special  tax  treatments  for  particular 
investments  (such  as  tax  swaps  and  like-kind 
free  exchanges).  (Note  also  that  the  tax  law 
keeps  changing  to  advantage  or  disadvantage 
certain  investments.) 

9.  Itemize  deductions  on  your  income  taxes. 

10.  Open  a  sideline  business  for  the  tax  advantages 
it  brings. 

11.  Buy  a  home  for  the  tax  advantages  it  brings. 

12.  Shift  or  split  your  income  to  someone  in  a 
lower  tax  bracket  (avoiding  the  kiddie  tax  and 
using  gifts  and  trusts). 

13.  Avoid  or  postpone  estate  taxes  when  possible 
[using  wills  and  trusts  (see  Chapter  19)]. 


income  will  grow  more  substantially  than  when  it  is  taxed  every  year.  It  will  also 
provide  income  during  later  years,  potentially  when  tax  rates  are  lower.  A  num- 
ber of  investments  qualify  for  tax-deferred  status,  including  individual  retire- 
ment accounts  (IRAs);  spousal  IRAs;  Roth  IRAs;  salary-reduction  plans,  such  as 
401(k),  403(b),  404(c),  457,  SIMPLE,  and  Keogh  plans;  life  insurance;  and  annu- 
ities. These  tax-sheltered  programs  are  detailed  in  Chapters  13  and  18. 

Putting  money  into  a  qualified  pension  plan  permits  the  taxpayer  to  use  that 
amount  immediately  as  an  adjustment  to  income,  thus  lowering  the  tax  liability 
for  the  current  year.  For  example,  a  $2000  contribution  to  a  qualified  retirement 
plan  immediately  saves  the  taxpayer  in  the  28  percent  tax  bracket  S560 
($2000  x  0.28)  because  that  amount  does  not  have  to  be  sent  to  the  IRS.  Even 
minors  may  contribute  up  to  $2000  of  their  wages  (perhaps  from  a  summer  job) 
to  an  individual  retirement  account. 

Contributions  to  a  Roth  IRA,  while  not  tax-deductible,  do  accumulate  with- 
out being  taxed.  The  same  is  also  true  of  nondeductible  contributions  (S500 
limit)  to  an  education  IRA.  The  eventual  withdrawals  will  be  tax-free. 
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Buying  a  Home  Can 
Interest  and  Real  Es 


Reduce  Income  Taxes  Because 
tate  Taxes  Are  Tax  Deductible 


Hanna  Pallagrosi  of  Rome,  New  York,  took  a  man- 
agement position  at  a  small  retail  chain  store  last 
year,  where  she  earned  a  gross  income  of  $39,240. 
Hanna  wisely  made  a  $1000  contribution  to  her 
qualified  retirement  plan.  Her  itemized  expenses 
came  to  only  $1800,  so  she  took  the  standard 
deduction  of  $4300.  As  shown  below,  her  tax  liabil- 
ity was  $5438,  and  Hanna  became  upset  at  such  a 
large  tax  bill. 

Gross  income  $39,420 

Less  adjustments  to  income  - 1,000 

Adjusted  gross  income  38,420 

Less  standard  deduction  -4,300 

Subtotal  34,120 

Less  value  of  one  exemption  -2,750 

Taxable  income  31,370 

Tax  liability  (from  Table  3.3)  $  5,438 

Because  Hanna's  employer  experienced  a  diffi- 
cult year  financially,  no  employees  received  raises 
during  the  past  year.  Nonetheless,  Hanna  contin- 
ued to  contribute  $1000  to  the  pension  plan.  To 
reduce  her  federal  income  taxes,  Hanna  became  a 
homeowner  after  using  some  inheritance  money  to 


make  the  down  payment  on  a  condominium.  Dur- 
ing the  year  she  paid  out  $6225  in  interest  expenses 
and  $1595  in  real  estate  taxes.  After  studying  vari- 
ous tax  publications,  Hanna  determined  that  she 
also  had  $1900  in  other  itemized  deductions.  As 
shown  below,  and  using  the  current-year  value  of 
an  exemption,  these  efforts  reduced  Hanna's  tax  lia- 
bility dramatically. 
Gross  income  $39,420 

Less  adjustments  to  income         - 1,000 
Adjusted  gross  income  38,420 

Less  itemized  deductions  -9,720 

Subtotal  28,700 

Less  value  of  one  exemption        -2,750 
Taxable  income  25,950 

Tax  liability  (from  Table  3.3)       $  3,926 

She  correctly  concluded  that  the  IRS  "paid"  $1512 
($5438  -  $3926)  toward  the  purchase  of  her  con- 
dominium and  her  living  costs  there,  as  she  did  not 
have  to  forward  those  dollars  to  the  government. 
An  additional  benefit  for  Hanna  is  that  she  now 
owns  a  home  whose  value  could  appreciate  in  the 
future. 


Avoidance  of  Capital  Gains  Taxes  on  the  Sale  of  Your  Home  In  the  past,  capital 
gains  on  home  sales  were  fully  taxed.  Effective  May  7,  1997,  however,  home- 
owners with  appreciated  principal  residences  were  allowed  to  avoid  tax  on  gains 
of  up  to  $500,000  if  married  and  filing  jointly  and  on  gains  up  to  $250,000  if 
single.  The  home  must  have  been  owned  and  used  as  the  taxpayer's  private  res- 
idence for  two  out  of  the  last  five  years  prior  to  the  date  of  the  sale.  You  do  not 
have  to  purchase  replacement  property.  You  can  take  advantage  of  this  exclusion 
as  often  as  you  want,  assuming  that  you  meet  the  two-year  ownership  and  resi- 
dency rules. 

Investments  That  Earn  Tax-Exempt  Income  Income  from  a  tax-exempt  invest- 
ment, such  as  interest  received  from  municipal  bonds  and  types  of  money  mar- 
ket mutual  funds  that  invest  solely  in  municipal  bonds,  is  free  from  federal  tax- 
ation. Taxpayers  in  higher  income  brackets  (28  percent  or  more)  often  can  gain 
by  making  these  kinds  of  investments.  (Bonds  are  discussed  in  Chapter  14, 
"Investing  in  Stocks  and  Bonds.") 

For  example,  assume  that  Mary  Ellen  Rider,  a  retiree  living  in  Lincoln, 
Nebraska,  currently  has  $5000  in  savings  earning  4  percent,  or  $200  annually 
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($5000  x  0.04).  She  pays  $56  in  tax  on  this  income  at  her  28  percent  marginal 
tax  rate  ($200  x  0.28).  A  tax-exempt  $5000  state  bond  paying  3.2  percent  will 
provide  her  with  a  better  after-tax  return.  She  would  receive  $160  ($5000  x 
0.032)  tax-free  from  the  state  bond  compared  with  $144  ($200  -  $56)  after  taxes 
on  the  income  from  savings.  The  increase  in  after-tax  income  is  $16  ($160  - 
$144). 

Other  examples  of  investments  where  the  earnings  are  permitted  to  grow  free 
of  taxes  are  Series  EE  government  bonds,  state-sponsored  college  tuition  prepay- 
ment plans,  and  education  IRAs. 

Strategy:  If  Possible,  Split  Income 
to  Avoid  the  Marriage  Penalty 

Although  most  married  taxpayers  are  subject  to  lower  tax  rates  than  single  peo- 
ple or  heads  of  households  with  the  same  income,  some  dual-earner  couples 
must  pay  thousands  of  dollars  in  extra  taxes.  This  inequity  in  the  U.S.  income 
tax  system  results  from  a  marriage  penalty  that  negatively  affects  people  at  both 
extremes  of  the  income  spectrum. 

High-income,  two-earner  married  couples  pay  more  in  income  taxes  than 
comparable  single  people  because  their  pooled  incomes  boost  them  into  a  higher 
tax  bracket  than  they  would  face  individually  as  singles.  This  situation  occurs 
because  of  the  existence  of  so  many  tax  brackets  and  because  of  the  difference 
in  break  points  (the  points  at  which  brackets  change)  for  each  filing  status  of 
taxpayer. 

The  following  calculations,  derived  from  Table  3.2,  demonstrate  the  marriage 
penalty.  When  two  $60,000-per-year  earners  marry,  it  costs  them  an  extra  $1562 
in  income  taxes  ($28,482  -  $13,460  -  $13,460)  because  their  combined  income 
is  taxed  at  a  marginal  rate  of  31  percent,  rather  than  the  28  percent  for  single 
taxpayers.  Note  that  the  IRS  has  ruled  that  quickie  tax  divorces  (such  as  divorc- 
ing in  December  and  remarrying  in  January  to  save  on  income  taxes)  represent 
a  form  of  tax  evasion. 

The  marriage  penalty  is  smaller  for  couples  whose  individual  incomes  are  less 
equal.  Note  also  that  married  couples  receive  a  "tax  bonus"  when  the  sum  of  the 
individual  tax  liabilities  that  they  have  incurred  by  filing  singly  exceeds  their  lia- 
bility under  a  joint  return;  this  situation  often  arises  when  one  person  earns 
most  of  the  couple's  income. 

Strategy:  Shift  or  Split  Your  Income 

Income  shifting  (or  splitting)  occurs  when  a  person  paying  income  taxes  at  a 
high  marginal  rate  shifts  or  splits  income  to  another  person  who  is  in  a  lower  tax 
bracket.  The  result  is  that  the  income  is  taxed  at  a  lower  tax  rate  or  not  taxed  at 
all.  Splitting  may  also  prove  beneficial  when  one  person  has  few  deductions  and 
the  other  has  many.  The  key  to  successful  income  splitting  and  shifting  is  to 
move  income  from  a  higher  to  a  lower  marginal  tax  rate.  Techniques  to  accom- 
plish that  end  include  avoiding  the  kiddie  tax  rate,  giving  gifts,  establishing 
trusts,  and  buying  Series  EE  savings  bonds  for  children. 

Avoid  the  Kiddie  Tax  Rate  Children  younger  than  age  14  pay  no  tax  on  the  first 
$700  of  net  investment  income  (such  as  interest,  dividends,  and  capital  gains) 
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HOW 


to... 


Calculate  Taxable  and  Tax-Exempt  Yields* 


Taxpayers  in  higher  tax  brackets  have  the  opportu- 
nity to  lower  their  income  tax  liabilities  by  invest- 
ing in  tax-exempt  municipal  bonds,  money  market 
funds  that  invest  in  municipal  bonds,  and  other 
tax-exempt  ventures.  Because  of  their  tax-exempt 
status,  these  investments  offer  lower  returns  than 
taxable  alternatives.  On  the  other  hand,  a  net 
return  from  a  tax-exempt  investment  may  be  better 
than  one  from  a  taxable  investment  when  assessed 
on  an  after-tax  basis. 

Depending  upon  the  information  available, 
there  are  two  ways  to  compare  taxable  and  tax- 
exempt  yields. 

First,  when  you  know  the  taxable  yield,  you 
can  solve  for  the  tax-exempt  yield  by  using  the  tax- 
exempt  equivalent  yield  (TEEY)  formula: 


TEEY  =   taxable  yield  x  (1.00  - 
federal  marginal  tax  rate) 


(3.1) 


For  example,  assume  that  you  are  subject  to  the 
31  percent  federal  marginal  tax  rate  and  you  are 
considering  investing  in  a  taxable  bond  yielding 
7.7  percent.  Substituting  these  figures  into  Equation 
(3.1),  we  have 

TEEY   =     7.7  x  (1.00  -  0.31) 
=     7.7  x  0.69 
=     5.3% 

Thus,  the  tax-exempt  equivalent  yield  of  5.3  per- 
cent provides  the  same  return  after  the  impact  of 
income  taxes  as  a  taxable  investment  yielding  7.7 
percent.  When  offered  a  7.7  percent  taxable  invest- 
ment, a  person  paying  income  taxes  at  the  31  per- 
cent rate  would  do  better  by  taking  a  tax-exempt 
investment  paying  more  than  5.3  percent. 


Second,  if  you  know  the  tax-exempt  yield,  you 
can  change  the  mathematics  to  solve  for  the  tax- 
able yield  by  using  the  taxable  equivalent  yield 
(TEY)  formula: 

tax-exempt  yield 


TEY  = 


(1.00  -  federal  marginal  tax  rate) 


(3.2) 


Using  the  same  assumptions  and  substituting  fig- 
ures, we  have 

5.3 
TEY     =    1.00   -   0.31 
5.3 
=      0.69 

=     7.7% 

Thus,  a  7.7  percent  taxable  return  is  equivalent  to  a 
5.3  percent  tax-exempt  yield.  You  would  need  to 
receive  a  taxable  yield  of  more  than  7.7  percent  to 
do  better  than  a  tax-exempt  yield  of  5.3  percent. 
Your  yield  on  an  investment  may  be  further 
reduced  (or  increased)  by  the  impact  of  state  and 
local  tax  regulations.  For  example,  residents  of  New 
York  City  who  buy  municipal  bonds  also  enjoy 
exemption  from  state  and  city  income  taxes  on  the 
earnings  from  these  bonds.  People  living  in  places 
with  high  state  and  local  taxes  especially  benefit 
from  tax-exempt  investments.  The  states  with  the 
highest  combined  tax  burden  are  New  York,  Mary- 
land, Rhode  Island,  Maine,  Connecticut,  Wiscon- 
sin, Massachusetts,  and  Ohio,  plus  the  District  of 
Columbia.  Tax-exempt  bonds  are  examined  in 
Chapter  14. 

*     These  equations  can  be  found  and  used  on  the  Gar- 
man/Forgue  Web  site. 


and  the  next  $700  is  taxed  at  the  child's  rate.  After  $1400,  the  child's  income  is 
affected  by  the  IRS's  kiddie  tax  rate — the  parent's  marginal  tax  rate  (probably 
28,  31,  36,  or  39.6  percent)  is  applied  on  the  investment  income  of  a  dependent 
child  under  age  14  in  excess  of  $1400.  The  kiddie  tax  rate  disappears  when  the 
child  reaches  age  14,  at  which  point  federal  income  taxes  again  are  figured  at  the 
child's  rate,  typically  15  percent.  The  stategy  is  for  a  parent  to  shift  some  invest- 
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merits  into  the  child's  name  so  that  investment  income  is  taxed  at  the  child's 
lower  rate.  Such  shifting  can  be  accomplished  by  giving  a  gift  that  earns  income. 

Give  Gifts  People  are  allowed  to  make  tax-free  gifts  of  cash  or  property  of  as 
much  as  $10,000  a  year — $20,000  if  the  money  is  given  jointly  with  a  spouse — 
to  anyone,  including  children.  Gifts  in  excess  of  the  limit  may  be  subject  to  the 
federal  gift  and  estate  tax  (Chapter  19  discusses  this  condition  in  detail),  and  any 
such  taxes  assessed  would  be  due  on  the  estate  of  the  donor.  Such  gifts  are  not 
tax  deductions  for  the  donor.  A  recipient  does  not  owe  any  federal  taxes  on  the 
value  of  any  gift,  although  an  income  tax  liability  may  begin  to  occur  on  any 
income  earned  after  the  transfer  occurs. 

Suppose  a  parent  wants  to  establish  a  college  fund  for  a  two-year-old  child 
and  currently  has  $5000  in  savings  earning  4  percent  interest  income  ($200 
annually).  If  the  parent  opens  a  custodial  account  in  the  minor's  name  and  gives 
the  $5000  to  the  child,  the  parent  will  escape  taxes  on  the  interest  income.  To  a 
parent  in  the  31  percent  tax  bracket,  shifting  income  creates  an  immediate  gain 
of  $62  ($200  x  0.31),  as  that  amount  will  not  go  to  the  government.  Assuming 
that  the  child  has  no  other  source  of  taxable  income,  no  taxes  on  the  child's 
interest  earnings  on  the  $5000  must  be  paid.  After  16  years  with  compound 
interest  at  4  percent,  the  child's  college  fund  will  have  grown  to  $9365  (see 
Appendix  A.l).  Under  the  Uniform  Transfers  to  Minors  Act  (or  the  Uniform  Gifts 
to  Minors  Act),  a  custodian  (such  as  the  parent)  controls  the  assets  until  the  child 
reaches  the  designated  age  for  the  account  to  end,  such  as  18  or  21;  the  child 
then  gains  full  control  of  the  account's  contents. 

Income  shifting  can  also  occur  when  someone  chooses  to  give  appreciated 
stocks  or  property  that  earns  an  income  to  a  minor  child  instead  of  selling  it.  If 
the  child  sells  the  asset  at  age  14  or  older,  the  gains  will  be  taxed  at  his  or  her 
rate  rather  than  the  parent's  presumed  higher  rate. 

In  addition  to  the  $10,000  gift  exclusion,  taxpayers  may  make  separate  gifts 
(of  any  amount)  for  the  educational  tuition  and  medical  expenses  of  their  chil- 
dren, grandchildren,  or  other  persons.  These  tax-avoidance  techniques  are  exam- 
ined in  Chapter  19. 

Establish  Trusts  A  trust  is  a  legal  instrument  that  places  the  control  of  an  asset 
with  a  trustee.  Many  people  establish  trusts  for  their  children's  education  and  to 


Education  Expenses 


An  education  IRA  (individual  retirement  account)  deposited  accumulate  tax-free  until  distributed, 

is  a  tmst  or  custodial  account  set  up  to  pay  for  Also,  education  expenses  are  tax-deductible  for 

higher  education  expenses  for  the  designated  bene-  employees  who  are  required  by  their  employers  to 

ficiary  who  must  be  younger  than  age  18.  The  max-  maintain  and  improve  skills  to  advance  their 

imun.  contribution  is  $500  per  year.  Although  con-  careers;  such  expenses  generally  are  not  deductible 

tributions  are  not  tax-deductible,  amounts  if  the  training  readies  the  worker  for  a  new  career. 
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manage  particular  assets.  Establishing  a  trust  for  yourself,  a  spouse,  a  relative,  a 
friend,  or  a  charity  sometimes  reduces  income  taxes.  An  experienced  attorney  is 
required  to  set  up  a  trust,  and  Chapter  19  offers  suggestions  on  alternative  types 
of  trusts. 

Buy  Series  EE  Savings  Bonds  for  Children  Another  way  to  shift  the  tax  liability 
from  parents  to  children  is  to  buy  Series  EE  government  savings  bonds  in  the 
name  of  a  child.  Reporting  the  income  annually  for  the  child  results  in  little  or 
no  taxes  compared  with  waiting  until  the  bonds  are  redeemed  and  reporting  all 
of  the  accrued  interest  at  once.  This  occurs  because  Series  EE  savings  bonds  (dis- 
cussed in  Chapter  5)  provide  the  investor  with  the  option  of  reporting  the  inter- 
est income  each  year  it  is  earned  instead  of  reporting  it  as  a  lump  sum  when  the 
bond  is  finally  cashed  in. 

Strategy:  Actively  Manage  a  Real  Estate  Investment 

Tax  losses  are  paper  losses,  in  the  sense  that  they  may  not  represent  out-of- 
pocket  dollar  losses.  They  are  created  when  deductions  generated  from  an  invest- 
ment (such  as  depreciation)  exceed  the  income  from  the  investment.  In  recent 
years,  the  IRS  has  tightened  restrictions  on  tax  losses,  in  part  by  limiting  certain 
types  of  deductions,  such  as  tax  losses  generated  through  passive  activities.  Pas- 
sive activities  include  rental  operations  and  all  other  businesses  in  which  the 
taxpayer  does  not  materially  participate  (such  as  limited  partnerships),  although 
certain  exceptions  exist.  Investors  generally  may  not  use  passive-activity  tax 
losses  to  offset  ordinary  taxable  income,  such  as  salary,  interest,  dividends,  annu- 
ity, self-employment  income,  and  stock  market  profits.  Passive  tax  losses  can  be 
used  only  to  offset  income  from  passive  investments.  Disallowed  losses  may  be 
carried  forward  to  the  next  taxable  year,  when  they  may  be  used  to  offset  new 
passive  income. 

One  key  IRS  exception  does  permit  taxpayers  to  deduct  passive  losses  against 
salary  or  self-employment  earnings.  Deductions  are  allowed  for  real  estate 
investors  who  (1)  have  an  adjusted  gross  income  of  $150,000  or  less  and  (2) 
actively  participate  in  the  management  of  the  property.  In  such  a  case,  the 
investor  may  deduct  up  to  $25,000  of  net  losses  from  passive  investments 
against  income  from  "active"  sources,  such  as  salary  and  dividends.  For  example, 
a  residential  real  estate  investment  property  might  generate  an  annual  cash 
income  $1000  greater  than  the  out-of-pocket  operating  costs.  After  depreciation 
expenses  on  the  building  are  taken  as  a  tax  deduction,  the  resulting  $1500  tax 
loss  may  then  be  used  to  offset  other  income.  This  tax  break  begins  to  phase  out 
for  those  with  an  AGI  of  $100,000. 

Strategy:  Buy  and  Sell  Investments 
in  Ways  That  Enhance  Tax  Advantages 

A  tax  swap  occurs  when  an  investor  sells  one  depressed  security  to  register  a  tax 
loss  and  then  immediately  purchases  another  security  that  is  similar,  but  not 
identical,  for  approximately  the  same  price.  Tax  swaps  permit  investors  to  sell 
securities  for  a  capital  gains  tax  loss  while  upgrading  the  quality  of  their  invest- 
ments and  maintaining  their  same  investment  approach. 
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Likewise,  the  tax  code  permits  like-kind  free  exchanges  through  which  the 
investor  avoids  paying  income  taxes  on  capital  gains  created  by  selling  real  estate 
or  another  type  of  depreciable  property.  This  situation  occurs  when  property 
(often  vacation  housing)  is  exchanged  for  a  "like  kind"  of  real  estate.  The  trans- 
action need  not  be  a  direct  exchange.  The  property  may  be  listed  and  sold  as  an 
exchange  property  with  the  proceeds  going  into  an  escrow  account,  which  are 
later  used  to  buy  replacement  property. 

You  should  understand  that  one  should  not  make  an  investment  decision 
based  on  tax  considerations  alone.  Although  a  number  of  special  tax  breaks  are 
available  to  investors,  each  investment  opportunity  should  be  analyzed  based 
upon  the  merits  of  the  situation.  A  tax-advantaged  investment  that  loses  money 
is  still  a  lousy  investment. 


Strategy:  Bunch  Deductions  and  Postpone  Income 

Many  people  find  that  they  do  not  have  enough  itemized  deductions  to  exceed 
the  standard  deduction  amount.  By  shifting  the  payment  dates  of  some 
deductible  items,  however,  you  can  increase  your  deductions.  For  example,  if  a 
single  person  has  about  $3500  of  deductible  expenses  each  year,  he  or  she  could 
prepay  some  items  in  December  of  one  year  to  push  the  total  over  the  $4300 
threshold  and  receive  the  tax  advantage  of  having  excess  deductions.  The  next 
year  the  person  can  simply  take  the  standard  deduction  amount.  This  process  is 
known  as  bunching  deductions.  Some  items  that  may  be  prepaid  are  medical 
expenses,  dental  bills,  real  estate  taxes,  state  and  local  income  taxes,  the  January 
payment  of  estimated  state  income  taxes,  personal  property  taxes  that  have  been 
billed,  dues  in  professional  associations,  and  charitable  contributions.  You  may 
mail  the  payments  or  charge  them  on  credit  cards  by  December  31. 

You  also  may  be  able  to  save  taxes  by  postponing  income.  If  you  expect  a 
year-end  commission  check  of  $2000,  for  example,  the  extra  income  might  be 
enough  to  push  you  into  a  higher  marginal  tax  rate.  If  your  employer  is  willing 
to  give  the  commission  check  a  January  date,  the  income  need  not  be  reported 
until  the  next  year,  when  tax  rates  might  be  lower.  You  might  expect  to  be  in  a 
lower  tax  bracket  in  the  following  year  because  you  anticipate  less  sales  com- 
missions, know  that  you  will  not  work  full  time  (for  example,  if  you  return  to 
school,  have  a  child,  or  decide  to  travel),  or  another  reason.  Retired  people  may 
be  able  to  postpone  voluntary  distributions  of  income  from  retirement  plans, 
and  entrepreneurs  may  delay  billing  customers  for  work. 


Strategy:  Take  All  of  Your  Legal  Tax  Deductions 

Although  you  should  not  spend  money  just  to  create  a  tax  deduction,  you  are 
encouraged  to  take  all  of  the  deductions  to  which  you  are  entitled.  An  almost 
guaranteed  way  to  increase  itemized  deductions,  for  example,  is  to  purchase  a 
home  with  a  mortgage  loan.  The  large  amounts  of  money  homeowners  expend 
for  interest  and  real  estate  taxes  are  deductible. 

Here  are  some  other  approaches  to  increase  your  deductions  and  return  more 
tax  dollars  to  your  pocket.  Assume  you  are  in  the  28  percent  marginal  tax  bracket 
and  itemize  deductions.  Cash  contributions  made  to  people  collecting  door  to 
door  or  at  a  shopping  center  during  holidays  are  deductible,  even  though 
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receipts  are  not  given.  (The  IRS  reasonably  expects  people  to  make  such  contri- 
butions.) Fifty  dollars  in  contributions  deducted  can  save  you  $14  in  taxes. 
Instead  of  throwing  out  an  old  television  set,  donate  it.  An  $80  charitable  con- 
tribution for  a  TV  (get  a  receipt)  will  save  you  $22  in  taxes.  The  IRS  requires 
receipts  for  contributions  valued  at  $500  or  more  as  well  as  for  cash  contribu- 
tions of  $250  or  more. 

Expenses  for  business-related  trips  can  be  a  most  fruitful  area  for  tax  deduc- 
tions. If  you  take  one  business  trip  per  year,  perhaps  incurring  $400  in  deductible 
expenses,  you  will  save  another  $112  in  taxes,  assuming  your  miscellaneous 
deductions  already  exceed  2  percent  of  your  AGI.  The  IRS  also  permits  tax  deduc- 
tions for  the  costs  expended  on  occasional  job-hunting  trips.  In  other  words,  the 
U.S.  government  foots  the  bill  for  28  percent  of  such  expenditures. 


\M    Explain  the  basics  of  IRS 
audits. 


te  IRS  Audits  Some  Tax  Returns 


Filing  an  income  tax  return  represents  a  taxpayer's  "first  offer"  to  the  Internal 
Revenue  Service,  and  sometimes  the  IRS  conducts  an  audit  to  determine  whether 
additional  taxes  are  due.  A  tax  audit  is  a  formal  examination  of  a  taxpayer's  tax 
forms  by  the  IRS  for  accuracy  and  completeness.  Audits  are  conducted  to  enforce 
the  collection  of  the  proper  amounts  due,  and  they  are  generally  limited  to  a 
three-year  period  after  you  file.  Audits  also  motivate  other  taxpayers  to  complete 
their  tax  returns  properly;  if  audited,  people  usually  tell  friends  about  it. 


The  Taxpayer  Bill  of  Rights 

The  "Taxpayer  Bill  of  Rights"  protects  taxpayers  during  IRS  audit  examinations 
and  tax  collection  procedures.  It  requires  that  you  be  informed  of  your  rights, 
have  your  chosen  representative  handle  your  case,  and  be  permitted  to  record 
the  examination.  In  addition,  it  exempts  certain  property  from  seizure,  offers 
taxpayers  hardship  relief  from  IRS  actions  (such  as  property  seizures  or  other  col- 
lection measures),  prohibits  penalties  when  you  rely  upon  previous  IRS  advice 
that  proves  to  be  erroneous,  limits  penalties  and  interest,  protects  spouses  who 
innocently  sign  a  bad  return,  and  permits  recovery  of  attorney  fees  and  $100,000 
in  civil  penalties  if  you  prevail  in  court  when  the  IRS  has  been  negligent.  Con- 
trary to  what  might  be  suggested  by  publicity  surrounding  the  recent  IRS  reform, 
taxpayers  in  a  regular  audit  must  prove  that  they  are  right  and  the  IRS  is  wrong. 
The  reverse  is  true  in  court  proceedings  only  if  the  taxpayer  has  good  records, 
makes  credible  claims,  and  cooperates  with  the  IRS. 


Reasonableness  Tests 

Of  the  more  than  120  million  tax  returns  filed  each  year  in  the  United  States,  98 
percent  go  unchallenged  by  the  IRS.  With  computer  assistance,  however,  the  IRS 
subjects  every  return  to  a  series  of  computer-based  reasonableness  tests.  These 
tests  are  based  on  average  amounts  (that  are  revised  each  year)  for  each  category 
of  deductions.  If  medical  deductions  usually  average  x  for  a  married  couple  with 
two  exemptions  and  a  certain  income,  returns  that  exceed  this  average  are 
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selected  by  the  IRS  computer  and  flagged  for  examination  by  IRS  employees  who 
decide  whether  a  particular  taxpayer  will  be  audited.  Although  not  required, 
many  taxpayers  try  to  eliminate  audit  questions  in  advance  by  attaching  a  writ- 
ten explanation  to  a  return  to  document  an  unusually  large  deduction.  This  tac- 
tic sometimes  convinces  the  IRS  not  to  conduct  an  audit.  Other  returns  are 
audited  on  a  random  basis.  Five  out  of  six  people  audited  wind  up  paying  more 
taxes. 

The  IRS  Wants  Money,  Not  Jail  Sentences 

Only  about  2000  people  are  convicted  of  tax  evasion  each  year.  The  IRS  wants 
money,  not  jail  sentences.  If  the  IRS  disagrees  with  your  deductions  and  disal- 
lows something,  you  will  owe  the  increased  tax  liability,  interest  on  that  liabil- 
ity from  the  date  the  tax  "should  have"  been  paid,  and  a  5  to  50  percent  penalty 
applied  to  the  portion  of  any  underpayment. 

More  serious  fines  and  penalties  exist  if  you  willfully  failed  to  pay  tax,  did 
not  file  a  return,  or  willfully  made  and  subscribed  to  a  false  return.  Having  a 
deduction  disallowed  generally  does  not  result  in  a  penalty,  so  be  confident  and 
take  the  deduction  to  which  you  feel  entitled. 


Did  You 

liHJ 

Other  Types  of  Federal,  State,  and  Local  Taxes 

Other  types  of  taxes  supplement  the  federal  income        conversion  plan  and  to  establish  a  flexible  spending 
tax.  The  most  important  is  collected  under  the  Fed-        account. 

eral  Insurance  Contributions  Act  (FICA),  whose                     Taxpayers  also  pay  a  considerable  amount  in 
funds  are  primarily  used  to  pay  for  Social  Security           personal  income  taxes  to  state  and  local  govern- 
and  Medicare  benefits.  The  Social  Security  tax  is  dis-        ments.  Reduction  of  these  tax  liabilities  generally 
cussed  in  detail  in  Chapter  18  and  in  Appendix  B.           can  be  accomplished  by  reducing  your  federal  tax- 

The  FICA  tax  represents  a  tax  on  earnings,  with         able  income  and  by  studying  the  state  and  local  tax 
equal  amounts  being  paid  by  employers  and                  guidelines,  because  the  latter  often  permit  special 
employees;  self-employed  workers  pay  both  por-             deductions  not  allowed  on  the  federal  form.  For 
tions.  The  FICA  tax  that  pays  for  Social  Security              example,  renter's  credits  are  allowed  in  California, 
benefits  is  6.2  percent  applied  on  the  first  $72,600           Hawaii,  and  Massachusetts.  Several  states  permit  tax 
of  wages  (for  a  maximum  tax  of  $4501.20).  The               reductions  for  installing  energy-saving  equipment. 
1.45  percent  FICA  tax  that  pays  for  Medicare  hospi-        Alternatively,  you  could  move  to  a  low-tax  state, 
tal  insurance  benefits  applies  to  all  wages.  Thus,  the        such  as  Alaska,  Wyoming,  Nevada,  Tennessee,  or 
combined  FICA  rate  (for  both  Social  Security  and            South  Dakota  or  to  a  state  with  no  income  tax, 
Medicare)  of  7.65  percent  applies  where  wages  are           such  as  Florida,  New  Hampshire,  or  Texas. 
S 72,600  or  less.  For  example,  an  employee  earning               In  total,  approximately  31  percent  of  the  aver- 
$72,600  pays  $5553.90  in  Social  Security  taxes  and          age  household's  income  goes  to  pay  the  various 
his  or  her  employer  pays  an  additional  $5553.90,            types  of  taxes.  By  carefully  analyzing  the  subject  of 
for  a  total  of  $11,107.80;  a  self-employed  person             income  taxes  and  utilizing  proper  planning,  you 
pays  both  portions,  for  a  total  of  $11,107.80.  The            can  have  more  money  available  every  year  to 
only  ways  to  reduce  your  Social  Security  taxes  are  to       spend,  save,  and  invest— activities  that  are  the 
participate  in  an  employee  health  benefits  premium        focus  of  the  rest  of  this  book. 
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Keep  Your  Tax  Records  a  Long  Time 

You  should  keep  your  tax  records  for  at  least  three  years — the  standard  statute  of 
limitations  time  period  during  which  the  IRS  can  audit  you.  The  IRS  does  have 
up  to  six  years  to  conduct  an  audit  if  you  have  understated  your  income  by  at 
least  25  percent,  however.  No  time  limit  applies  if  the  IRS  suspects  fraud.  You 
should  never  discard  records  relating  to  home  purchases,  contributions  to  pen- 
sion accounts,  and  investments  held  for  a  number  of  years.  Because  you  have  the 
burden  of  proving  that  the  numbers  you  provided  the  IRS  are  accurate,  when  in 
doubt  about  keeping  a  tax  record,  do  not  throw  it  out.  Recordkeeping  is  funda- 
mental in  tax  matters,  and  being  able  to  prove  your  deductions  is  crucial  to  sur- 
viving an  audit  and  keeping  more  of  your  money. 


Summary 

1.  Taxes  are  compulsory  charges  imposed  by  a 
government  on  its  citizens  and  their  prop- 
erty. The  Internal  Revenue  Service  (IRS) 
issues  various  regulations,  which  are  its  inter- 
pretations of  the  laws  passed  by  Congress, 
that  have  the  force  and  effect  of  law. 

2.  The  most  important  concept  in  personal 
finance  is  the  marginal  tax  rate — the  tax  rate 
applied  to  your  last  dollar  of  earnings.  Your 
effective  marginal  tax  rate  is  even  higher. 

3.  People  who  definitely  should  file  an  income 
tax  return  are  those  who  want  to  get  a 
refund  of  federal  income  taxes  withheld  and 
those  who  qualify  for  a  tax  credit. 

4.  To  ensure  that  it  receives  the  tax  liability  due 
to  it,  the  government  requires  payroll  with- 
holding for  most  people  and  tax  estimation 
for  others. 

5.  Eight  steps  are  involved  in  paring  total 
income  down  to  final  tax  liability,  including 
subtracting  exclusions,  adjustments,  deduc- 
tions, exemptions,  and  credits. 

6.  Avoiding  taxes  is  both  desirable  and  re- 
spectable. A  number  of  ways  exist  to  legally 
avoid  income  taxes,  such  as  bunching  deduc- 
tions, shifting  income,  establishing  a  flexible 
spending  account  at  your  place  of  employ- 
ment, and  using  tax  shelters. 

7.  Income  tax  returns  are  subjected  to  reason- 
ableness tests,  and  some  are  audited. 
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Questions  for  Thought  &  Discussion 

1.  Summarize  the  importance  of  IRS  rulings 
and  regulations. 

2.  Distinguish  between  a  progressive  and  regres- 
sive tax. 
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3.  Give  an  example  showing  how  one's  effec- 
tive marginal  tax  rate  is  higher  than  one's 
marginal  tax  rate. 

4.  Summarize  the  components  of  Susan  Bas- 
sett's  tax  liability  (Figure  3.1). 

5.  Explain  and  illustrate  how  the  marginal  tax 
rate  differs  from  the  average  tax  rate. 

6.  Name  two  instances  in  which  it  would  be 
wise  to  file  a  tax  return  even  if  not  required 
by  law. 

7.  What  requirements  must  be  met  to  be 
exempt  from  payroll  withholding  taxes? 

8.  List  the  five  types  of  major  subtractions  from 
gross  income  when  calculating  one's  income 
taxes. 

9.  List  five  examples  of  income  that  must  be 
reported  to  the  IRS  (perhaps  noting  those 
with  which  you  were  not  previously 
familiar). 

10.  What  is  a  capital  gain,  and  how  do  long-  and 
short-term  capital  gains  differ? 

11.  List  five  examples  of  exclusions  to  income 
(perhaps  noting  those  with  which  you  were 
not  previously  familiar). 

12.  What  are  adjustments  to  income?  Give  two 
examples. 

13.  Summarize  how  a  sideline  business  can 
reduce  your  income  taxes. 

14.  Explain  the  term  "standard  deduction"  and 
describe  who  should  use  it. 

15.  List  five  examples  of  tax-deductible  items, 
excluding  the  miscellaneous  categories  (per- 
haps noting  those  with  which  you  were  not 
previously  familiar). 

16.  List  five  examples  of  miscellaneous  deduc- 
tions (perhaps  noting  those  with  which  you 
were  not  previously  familiar). 

17.  Explain  why  you  might  claim  different 
exemptions  on  your  tax  return  and  on  your 
Form  W-4. 

18.  Explain  whether  the  parent  or  the  21-year- 
old  college  student  receives  the  personal 
exemption  when  the  student  earned  $3800 
last  year. 


19.  Briefly  describe  the  value  of  one  type  of  tax 
credit. 

20.  Differentiate  between  tax  evasion  and  tax 
avoidance. 

21.  Illustrate  the  concept  of  opportunity  cost 
with  income  taxes  using  an  example  not 
given  in  the  text. 

22.  List  two  principles  of  reducing  income  taxes 
(perhaps  ones  with  which  you  were  not  pre- 
viously familiar)  and  indicate  why  they 
could  be  important. 

23.  Describe  how  a  tax  shelter  works. 

24.  Explain  how  deferring  income  might  be  of 
value  to  a  taxpayer. 

25.  Summarize  how  buying  a  home  can  reduce 
your  income  taxes. 

26.  Give  an  example  that  demonstrates  how  to 
calculate  the  tax-exempt  equivalent  yield 
when  you  know  the  taxable  yield. 

27.  Explain  how  the  marriage  penalty  affects  tax- 
payers. 

28.  Give  two  examples  of  how  to  shift  some 
income. 

29.  Explain  the  tax  advantage  of  actively  manag- 
ing a  real  estate  investment. 

30.  Explain  how  bunching  deductions  works  to 
reduce  the  tax  liability  of  some  taxpayers. 

31.  What  kinds  of  penalties  exist  for  a  taxpayer 
who  loses  in  an  IRS  audit? 

32.  Who  must  pay  the  FICA  tax? 


DECISIONMAKING  CASES 


Case  1    A  New  Family  Calculates  Income 
and  Tax  Liability 

Holly  Bender  lives  with  her  new  husband  and  son 
in  Summit,  Mississippi.  She  is  employed  as  a 
union  organizer  and  her  husband  manages  a  fast- 
food  restaurant.  The  couple  needs  your  advice 
about  their  income  taxes. 

(a)    Which  of  the  following  types  of  the  Benders' 
family  income  must  be  included  as  total 
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income  for  the  IRS:  $32,000  in  Holly's  salary, 
$30,000  in  Joe's  salary,  $10,000  in  life  insur- 
ance proceeds  of  deceased  aunt,  $140  in 
interest  savings,  $4380  in  alimony  from 
Holly's  ex-husband,  $1200  in  child  support 
from  her  ex-husband,  $500  cash  as  a  Christ- 
mas gift  from  Joe's  parents,  $90  from  a  friend 
who  rides  to  work  in  Holly's  vehicle,  $60  in 
lottery  winnings  gained  from  playing  the  lot- 
tery at  $5  every  week,  a  $420  state  income 
tax  refund  (since  the  Benders  itemized  last 
year),  a  $570  federal  income  tax  refund, 
$170  worth  of  dental  services  traded  for  a 
quilt  Holly  gave  to  the  dentist,  and  a  $1600 
tuition  scholarship  Holly  received  to  go  to 
college  part-time  last  year? 

(b)  What  is  the  total  of  the  Benders'  reportable 
gross  income? 

(c)  If  Holly  and  Joe  put  $2800  into  qualified 
pension  plan  accounts  last  year,  what  is  their 
adjusted  gross  income? 

(d)  How  many  exemptions  can  the  Benders 
claim,  and  how  much  is  the  total  value 
allowed  the  household? 

(e)  How  much  is  the  allowable  standard  deduc- 
tion for  the  Bender  household? 

(f)  Holly  and  Joe  have  listed  their  itemized 
deductions,  which  total  $6287.  Should  the 
Benders  itemize  or  take  the  standard  deduc- 
tion? 

(g)  What  is  the  Bender  family's  taxable  income? 

(h)    H   What  is  their  final  federal  income  tax 
■"•   liability?  [For  your  calculations,  use 
Table  3.2  or  the  Garman/Forgue  Web  site.] 

(i)   If  Holly's  and  Joe's  employers  withheld 
$12,000  for  income  taxes,  do  they  owe 
money  to  the  government  or  do  the  Benders 
get  a  refund?  How  much? 


Case  2    Taxable  versus  Tax-Exempt  Bonds 

Art  Williams,  radio  station  manager  in  Franklin 
Township,  New  Jersey,  is  in  the  28  percent  federal 
marginal  tax  bracket  and  pays  an  additional  8  per- 
cent in  taxes  to  the  state  of  New  Jersey.  Art  cur- 
rently has  more  than  $20,000  invested  in  various 


corporate  bonds  earning  differing  amounts  of  tax- 
able interest:  $10,000  in  ABC  earning  9.0  percent, 
$5000  in  DEF  earning  8.2  percent,  $3000  in  GHI 
earning  7.8  percent,  and  $2000  in  JKL  earning  7.1 
percent.  His  stockbroker  has  suggested  that  Art 
consider  investing  these  same  sums  into  tax- 
exempt  municipal  bonds,  which  currently  pay  a 
tax-free  yield  of  5.2  percent.  What  is  your  advice? 

0   Use  the  Garman/Forgue  Web  site  to  calculate 
■™   your  answers,  or  use  the  after-tax  equiva- 
lent formulas  on  page  81. 

Case  3    Taxable  versus  Nontaxable  Income 

Identify  each  of  the  following  items  as  either  (a) 
taxable  income  or  (b)  an  exclusion  from  taxable 
income  for  Bob  and  Ellen  Smithfield:  Bob  earns 
$45,000  per  year;  Bob  receives  a  $1000  bonus  from 
his  employer;  Ellen  receives  $40,000  in  commis- 
sions from  her  work;  Ellen  receives  $300  in 
monthly  child  support;  Bob  pays  $200  each 
month  in  alimony;  Bob  contributed  $2000  to  his 
tax-sheltered  retirement  account;  Ellen  inherited  a 
car  from  her  aunt  that  has  a  fair  market  value  of 
$3000;  and  the  Smithfields  received  a  $5000  gift 
from  Bob's  mother. 


Financial  Math  Questions 

1.  What  would  be  the  marginal  tax  rate  for  a 
single  person  who  has  a  taxable  income  of 
(a)  $15,000,  (b)  $27,000,  and  (c)  $100,000? 
(Use  Table  3.2.) 

2.  What  would  be  (a)  the  tax  liability  for  a  sin- 
gle taxpayer  who  has  a  gross  income  of 
$37,000,  (b)  that  person's  average  tax  rate 
based  on  gross  income,  and  (c)  that  person's 
average  tax  rate  based  on  taxable  income? 
(Use  Table  3.2  and  don't  forget  to  subtract 
the  value  of  a  standard  deduction  and  one 
exemption.) 

3.  Ramona  Peterson  determined  the  following 
tax  information:  gross  salary,  $19,000;  quali- 
fied pension  plan  contribution,  $1000;  inter- 
est earned,  $90;  dividend  income,  $40; 
personal  exemption,  $2550;  and  itemized 
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deductions,  $3150.  Calculate  Ramona's  tax- 
able income  and  tax  liability.  (Use  Table  3.2.) 

4.  Mary  and  Dennis  Roddmann  determined  the 
following  tax  information:  gross  salaries, 
$34,000  and  $22,500,  respectively;  qualified 
pension  plan  contribution,  $2000;  interest 
earned,  $140;  dividend  income,  $500;  per- 
sonal exemptions,  $5100;  itemized  deduc- 
tions, $8150.  Calculate  the  Roddmanns'  tax- 
able income  and  tax  liability.  (Use  Table  3.2.) 

5.  Rick  and  Susan  Maxey  determined  the  fol- 
lowing tax  information:  gross  salaries, 
$14,000  and  $5000,  respectively;  qualified 
pension  plan  contribution,  $500;  interest 
earned,  $140;  dividend  income,  $500;  per- 
sonal exemptions,  $5100;  itemized  deduc- 
tions, $1750.  Calculate  the  Maxeys'  taxable 
income  and  tax  liability.  (Use  Table  3.2.) 

6.  Add  $135  in  taxable  income  to  each  of  the 
three  tax  examples  on  pages  72-73,  and  cal- 
culate the  tax  liabilities  for  each  example. 
(Use  Tables  3.2  and  3.3.) 

7.  Using  Table  3.2,  find  the  tax  liabilities  based 
on  the  taxable  income  of  the  following 
people: 

(a)  a  married  couple  earning  a  total  of 
$21,230 

(b)  a  married  couple  earning  a  total  of 
$55,580 

(c)  a  single  person  earning  $34,240 

(d)  a  single  person  earning  $55,615 


••  LIFE-CYCLE  CASES 


Victor  and  Maria  Reduce 
Their  Income  Tax  Liability 

The  year  before  last,  Victor  earned  $41,000  from 
his  retail  management  position  and  Maria  earned 
$35,000  as  a  dental  hygienist.  After  they  took  the 
standard  deduction  and  claimed  four  exemptions 
(themselves  plus  their  two  children),  their  federal 
income  tax  liability  totaled  more  than  $11,000. 
After  learning  from  friends  that  they  were  paying 
too  much  in  taxes,  they  vowed  to  never  again  pay 


that  much.  Therefore,  the  Hernandezes  embarked 
on  a  year-long  effort  to  reduce  their  income  tax 
liability.  This  year,  they  tracked  all  of  their  possi- 
ble itemized  deductions  and  they  each  made 
contributions  to  qualified  pension  plans  at  their 
places  of  employment. 

1.   Calculate  the  Hernandezes'  income  tax  liabil- 
ity for  this  year  as  a  joint  return  given  the 
following  information:  gross  salary  income 
(Victor,  $43,000;  Maria  $37,000);  state 
income  tax  refund  ($400);  interest  on  check- 
ing and  savings  accounts  ($250);  stock  divi- 
dends ($300);  car  pool  income  from  Maria's 
coworkers  ($240);  contributions  to  qualified 
retirement  accounts  ($4000);  itemized  deduc- 
tions (real  estate  taxes,  $4000;  mortgage 
interest,  $1500;  charitable  contributions, 
$1700);  and  four  exemptions. 

The  Johnsons  Calculate 
Their  Income  Taxes 

Harry  and  Belinda  are  both  working  hard  and 
earning  good  salaries.  They  believe,  however,  that 
they  are  paying  too  much  in  federal  income  taxes. 

The  Johnsons'  total  income  included  Harry's 
salary  of  $20,400,  Belinda's  salary  of  $24,800, 
$355  interest  on  savings  and  checking,  $3000 
interest  income  from  the  trust,  a  $90  reimburse- 
ment from  Belinda's  health  insurance  claim,  a 
$210  state  income  tax  refund  (they  did  not  item- 
ize last  year),  a  $390  federal  income  tax  refund, 
and  a  $400  cash  gift  from  Harry's  aunt.  The  inter- 
est income  from  the  trust  is  taxed  in  the  same  way 
as  the  interest  income  from  their  checking  and 
savings  accounts. 

1.  What  is  the  Johnson's  reportable  gross 
income? 

2.  If  Harry  put  $500  into  an  individual  retire- 
ment account  last  year,  what  is  their 
adjusted  gross  income? 

3.  Assuming  that  the  Johnsons  file  a  joint  fed- 
eral income  tax  return,  what  is  the  total 
value  of  their  exemptions? 

4.  How  much  is  the  allowable  standard  deduc- 
tion permissible  for  the  Johnsons? 
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5.  The  couple  has  $5400  in  itemized  deduc- 
tions. Should  they  itemize  or  take  the  stan- 
dard deduction? 

6.  What  is  the  Johnsons'  taxable  income? 

7.  Because  the  Johnsons  have  no  tax  credits, 
what  is  their  tax  liability? 

8.  Because  they  each  had  $4800  in  federal 
income  taxes  withheld,  how  much  of  a 
refund  will  the  Johnsons  receive? 

9.  What  is  their  marginal  tax  rate? 

10.  Based  on  gross  income,  what  is  their  average 
tax  rate? 

11.  List  four  or  five  ways  that  the  Johnsons 
could  reduce  their  tax  liability  for  next  year. 
Even  though  they  are  renters,  assume  the 
Johnsons  had  a  home  with  monthly  pay- 
ments of  $800,  or  $9600  for  the  year.  Of  this 
amount,  the  sum  of  $8400  might  go  for 
interest  and  real  estate  property  taxes,  both 
of  which  are  tax-deductible.  The  couple 
would  then  have  $13,800  ($8400  +  $5400)  in 
itemized  deductions.  Calculate  their  taxable 
income  and  tax  liability,  assuming  $13,800 
in  itemized  deductions  instead  of  taking  the 
standard  deduction. 

12.  What  is  your  advice  to  the  Johnsons  about 
the  tax  wisdom  of  purchasing  a  home 
instead  of  renting? 


*& 
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To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Do  you  know  the  state  income  tax  rates  for 
your  home  state?  Visit  the  Web  site  for  the 
Federal  Tax  Administrators,  where  you  will 
find  a  table  with  tax  rates  for  all  states  with 
an  income  tax.  Based  on  what  you  found, 
what  is  your  combined  federal  and  state 
marginal  tax  rate? 

2.  Would  you  like  to  get  a  head  start  on  next 
year's  taxes?  Visit  the  Internal  Revenue  Ser- 
vice Web  site  to  view  draft  copies  of  the 
forms  for  the  next  tax  year  and  get  their 
release  dates  for  public  use.  What  forms 
would  you  need  to  use  to  file  your  taxes  for 
next  year? 

3.  Visit  the  Ernst  &  Young  Tax  and  Financial 
Planning  Corner  Web  site,  where  you  will 
find  lists  of  the  25  most  common  income  tax 
mistakes  and  50  of  the  most  often  overlooked 
deductions.  Select  three  from  each  list  that 
might  be  applicable  to  your  tax  situation. 

4.  Visit  the  Tax  Prophet's  Frequently  Asked 
Questions  Web  page,  where  you  will  find  a 
listing  of  tax-related  articles  from  the  San 
Francisco  Herald  Examiner.  Select  two  articles 
to  read  that  are  most  applicable  to  your  tax 
situation. 
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4.  Budgeting  and  Cash-Flow  Management 

5.  Managing  Your  Cash 

6.  Credit  Use  and  Credit  Cards 

7.  Planned  Borrowing 

8.  Automobiles  and  Other  Major  Purchases 

9.  The  Housing  Expenditure 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Describe  the  relationship 
between  financial  planning 
and  budgeting. 


■I     Understand  how  to  set 
and  achieve  long-  and  short- 
term  financial  goals. 


U    Establish  the  structural 
and  mechanical  aspects 
appropriate  for  your  per- 
sonal budget. 


0 


Resolve  conflicting 
financial  needs  and  wants. 


M    Perform  the  tasks  of  the 
evaluation  phase  of 
budgeting. 


51    Describe  the  key  aspects 
of  the  implementation 
phase  of  budgeting. 


0 


0 


Explain  the  techniques 
of  talking  effectively  about 
money. 


ustrate  the  methods 
and  techniques  to  keep 
income  and  expenditures 
within  planned  budget 
totals. 


If  you  fail  to  plan,  you  plan  to  fail.  Success  in  money  matters  requires  that  you 
implement  your  financial  plans,  which  involves  making  choices  and  budget- 
ing. Budgeting  can  help  you  make  intelligent  financial  decisions  that  are  con- 
sistent with  your  values  and  goals. 

To  start  our  discussion,  we  examine  the  relationship  between  personal  finan- 
cial planning  and  budgeting.  This  discussion  prepares  you  for  a  fuller  under- 
standing of  the  process  of  budgeting:  establishing  specific  financial  goals,  orga- 
nizing, decision  making,  implementing,  controlling,  and  evaluating.  We  end  the 
chapter  by  describing  how  families  can  effectively  talk  about  money,  a  topic  dif- 
ficult for  many  people  to  discuss. 
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U    Describe  the  relationship 
between  financial  planning 
and  budgeting. 


Figure  4.1 


Budgets  and  Financial  Statements 


Income  and 
Expense 
Statement 


The  Relationship  between  Financial  Planning 
and  Budgeting 


The  relationship  between  financial  planning  and  budgeting  is  crucial  to  success 
in  personal  finance,  because  understanding  this  relationship  serves  as  a  positive 
motivation.  In  Chapter  2,  we  identified  financial  planning  as  the  process  of 
developing  and  implementing  a  coordinated  series  of  financial  plans  and  strate- 
gies to  achieve  financial  success.  This  process  includes  the  preparation  of  finan- 
cial statements,  such  as  the  income  and  expense  statement  and  the  balance 
sheet.  Budgeting  is  the  process  of  projecting,  organizing,  monitoring,  and  con- 
trolling future  income  and  expenditures  (including  cash  and  credit  purchases  as 
well  as  savings).  Financial  statements  and  budgets  are  some  of  the  tools  of  finan- 
cial planning. 

Figure  4.1  illustrates  an  excellent  way  to  think  about  budgets  and  financial 
statements.  The  income  and  expense  statement  focuses  on  where  you  have  been 
financially,  the  balance  sheet  shows  where  you  are  are  financially  at  the  present 
time,  and  the  budget  indicates  where  you  want  to  go  in  the  future. 

Your  personal  values  are  the  starting  point  in  financial  planning  and  budget- 
ing. Values  are  fundamental  beliefs  about  what  is  important,  desirable,  and 
worthwhile.  Your  values  serve  as  the  basis  for  your  financial  goals.  Once  you  iden- 
tify your  current  financial  position  by  examining  information  from  your  balance 
sheet  and  income  and  expense  statement,  plans  can  be  developed  for  spending, 
risk  management,  and  capital  accumulation.  Your  financial  goals  evolve  from 
plans,  and  both  general  and  specific  goals  drive  the  creation  of  budgets. 

A  budget  is  a  document  or  set  of  documents  used  to  record  both  projected 
and  actual  income  and  expenditures  over  a  period  of  time.  The  budgeting 
process  represents  the  major  mechanism  through  which  financial  plans  are  car- 
ried out  and  goals  are  achieved.  Budgeting  is  narrower  in  scope  than  financial 

planning  because  it  is  primarily  con- 
cerned with  projecting  future  income 
and  expenditures  and  reconciling  the 
two  with  your  financial  goals. 

Budgeting  forces  you  to  think 
about  what  is  important  in  your  life, 
what  things  you  want  to  own,  what  it 
will  take  to  obtain  them,  and,  more 
generally,  what  you  want  to  achieve 
in  life.  The  process  gives  you  control 
over  your  finances  and  empowers  you 
to  achieve  your  financial  goals  while 
simultaneously  (and  successfully) 
confronting  any  intervening  events. 
The  six-phase  budgeting  process  illus- 
trated in  Figure  4.2  can  be  adapted  to 
suit  your  needs  while  giving  you  the 
competence  and  confidence  to  man- 
age your  financial  affairs  success- 
fully— forever. 


Balance 
Sheet 


Budget 
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Figure  4.2 


Phases  in  the  Budgeting  Process 


Achieve  success 
in  financial  goals 


Evaluate 

Monitor, 

review, 

revise 

Control 

J 

Implement 

Decide 

Organize 

Set  goal 

5 

A     Understand  how  to  set 
and  achieve  long-  and  short- 
term  financial  goals. 


The  Financial  Goal-Setting  Phase  of  Budgeting 

Goal  setting  demands  that  you  take  a  realistic  look  at  future  income  and  the 
amounts  needed  to  reach  established  goals.  It  is  not  an  exercise  in  wishful  think- 
ing, but  requires  careful  and  reasoned  thinking.  Financial  goals  were  discussed 
in  the  context  of  financial  planning  in  Chapter  2,  although  the  goals  discussed 
there  were  more  general  in  nature  and  were  tied  directly  to  values.  Here,  in  the 
goal-setting  phase  of  budgeting,  goals  must  be  specific.  They  should  contain 
dollar-amount  targets  (both  in  the  long  and  short  term)  and  target  dates  for 
achievement. 


Setting  Long-Term  Goals 

Long-term  goals  are  financial  targets  or  ends  that  an  individual  or  family  desires 
to  achieve  more  than  one  year  in  the  future — perhaps  two,  five,  or  even  30  years 
hence.  Such  goals  provide  direction  for  overall  financial  planning  as  well  as 
shorter-term  budgeting.  For  example,  a  long-term  goal  might  be  to  save  $22,500 
within  five  years  for  a  down  payment  on  a  home.  Other  goals  might  be  more 
general,  such  as  to  have  sufficient  common  stock  investments  by  age  50  to 
receive  dividends  equivalent  to  20  percent  of  your  salary  income. 

If  you  have  a  small  income  or  large  debts,  it  may  be  unrealistic  to  think  of 
long-term  goals  until  any  current  financial  difficulties  are  resolved.  You  may  be 
unable  to  do  much  more  than  take  care  of  immediate  necessities,  such  as  hous- 
ing expenses,  food,  and  utility  bills.  In  such  instances,  you  need  to  focus  on 
short-term  efforts  to  improve  the  financial  situation. 

Target  dates  may  serve  as  checkpoints  in  your  progress  toward  reaching  long- 
term  goals  or  as  deadlines  to  indicate  when  a  goal  should  be  achieved.  Nonethe- 
less, long-term  goals  need  to  remain  somewhat  flexible  given  the  length  of  time 
involved  in  achieving  them.  In  addition,  some  goals  may  need  to  be  changed  if 
they  prove  unrealistic.  As  circumstances  change,  you  should  review  and  make 
adjustments  or  deletions.  Likewise,  as  desired  financial  outcomes  are  achieved  or 
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Figure  4.3 


changed,  you  can  add  new  goals  to  your  overall  financial  plans.  An  annual 
review  of  your  progress  in  achieving  long-term  goals  is  a  good  idea. 

Developing  Short-Term  Goals  from  Long-Term  Goals 

Short-term  goals  are  financial  targets  or  ends  that  can  be  achieved  in  a  year  or 
less.  These  goals  should  be  consistent  with  the  general  direction  of  long-term 
goals  and  objectives.  For  example,  if  a  long-term  goal  is  to  be  debt-free  in  three 
years,  a  short-term  objective  might  be  to  pay  off  a  particular  credit  card  balance 
within  six  months.  Short-term  goals  provide  the  key  input  for  the  budget- 
making  process.  The  task  is  to  design  a  budget  (perhaps  covering  one  month  at 
a  time)  that  projects  future  expenditures  and  that,  if  followed,  will  permit  you  to 
reach  your  short-term  goals. 

You  should  explicitly  express  both  long-  and  short-term  goals  when  possible. 
The  worksheet  examples  in  Figure  4.3  provide  rough  estimates  of  how  much 
must  be  saved  to  reach  both  types  of  goals.  In  particular,  short-term  goals  must 
be  stated  clearly,  or  you  will  never  know  when  you  have  achieved  them.  "To  save 
enough  for  a  down  payment  on  an  automobile,"  for  example,  is  not  as  clear  a 


Goals  Worksheet  for  Harry  and  Belinda  Johnson 


Date  worksheet  prepared 

Join. 

10,  1000 

1 
LONG-TERM  GOALS 

2 

AMOUNT 
NEEDED 

3 

MONTH  &  YEAR 
NEEDED* 

4 

MONTHS 
TO  SAVE 

5 

DATE  START 
SAVING 

6 

MONTHLY  AMOUNT 
TO  SAVE    (2  +  4) 

Euvopeovn  v^covHon 

$*w 

Aug.  1001 

10 

Feb.  '00 

$  \00 

Down  p<nyv*\enf  ov\  new  <niAfo 

'SfiOO 

ocf .  1001 

4S 

J*n.  '00 

Ml 

Down  povymenf  on  Uov*ve 

11,^00 

Dec.  1004 

CO 

j«*n.  w 

37T 

Date  worksheet  prepared 

J<*n. 

10, 

1000 

1 
SHORT-TERM  GOALS 

2 

AMOUNT 
NEEDED 

3 

MONTH  &  YEAR 
NEEDED* 

4 

MONTHS 
TO  SAVE 

5 

DATE  START 
SAVING 

6 

MONTHLY  AMOUNT 
TO  SAVE    (2  +4) 

Povv-Hovl  <Aown  payment-  on  new  omaVo 

$  l,T5Z 

Dec.  '00 

12 

>n.  '00 

$  111 

House  £un<A 

4,m 

Dec.  '00 

12 

>n.  '00 

401 

CIav"isH*u*s  v<*.c<*Vio>\ 

100 

Dec.  '00 

12 

>n.  '00 

T? 

^ui*«vAev  vovcoiHon 

(-00 

Aug.  '00 

C 

Feb.  '00 

\00 

/\v\nivevs<*vy  p«*v+y 

1*0 

June  '00 

7 

>n.  '00 

to 

*  Goals  requiring  five  years  or  more  to  achieve  require  consideration  of  investment  return  and  after-tax  yield, 
which  will  be  presented  in  later  chapters. 
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HOW 


t  o  . . . 


Achieve  Your  Financial  Goals 


The  goal-setting  process  has  six  steps: 

1.  Identify  the  goal  as  specifically  as  possible. 

2.  Set  a  deadline  to  reach  it  and  put  intermediate 
target  dates  on  long-term  goals,  thereby  creating 
short-term  goals. 

3.  List  obstacles  to  the  goal's  achievement  and 
devise  strategies  to  overcome  the  obstacles. 

4.  List  your  skills  and  knowledge  and  other 
people  that  will  help  you  reach  the  goal. 


5.  List  the  benefits  to  yourself  that  will  occur 
when  you  reach  the  goal.  You  are  most  likely  to 
achieve  a  goal  when  you  are  convinced  that  it 
really  is  "your  goal,"  when  you  make  an  emo- 
tional commitment  to  the  goal,  when  short-term 
goals  lead  to  long-term  goals,  and  when  you  can 
visualize  yourself  receiving  its  benefits. 

6.  Establish  an  automatic  savings  account  deposit 
plan  by  using  payroll  withholding  or  electronic 
transfers  from  checking  to  savings  accounts. 


short-term  goal  as  "to  save  $2400  by  December  of  this  year  for  a  down  payment 
on  a  new  Ford  Mustang." 

Some  short-term  goals  are  ends  in  themselves  because  they  can  be  fully 
achieved  within  one  year.  When  placing  dollar  amounts  on  goals  up  to  one  or 
two  years  in  the  future,  it  is  generally  fair  to  assume  that  interest  earned  on  sav- 
ings will  offset  inflationary  increases.  Thus,  you  can  simply  divide  the  dollar 
amount  of  the  long-term  goal  measured  in  today's  price  by  the  number  of  short- 
term  time  periods  to  determine  the  short-term  goals. 

For  a  time  period  exceeding  one  or  two  years,  consider  the  example  of 
Belinda  Johnson,  a  salesperson  for  a  stock  brokerage  firm,  and  her  husband, 
Harry,  an  interior  designer.  Belinda  and  Harry  are  newlyweds  who  hope  to  buy 
their  own  home  someday.  They  have  decided  to  establish  a  five-year  savings  plan 
to  purchase  their  first  home.  After  studying  the  real  estate  market  in  their  area, 
the  couple  figures  that  they  will  need  25  percent  of  the  purchase  price  of  the 
home  for  a  down  payment,  moving  expenses,  and  initial  decorating  costs.  Con- 
dominiums that  they  would  like  and  that  seem  to  be  affordable  for  first-time 
buyers  are  currently  selling  for  around  $90,000  in  their  area.  Simple  division 
would  indicate  that  $22,250  would  be  necessary  in  five  years.  Belinda  and  Harry 
are  sharp  enough  to  realize,  however,  that  housing  costs  have  been  rising  about 
3  percent  per  year  in  their  community.  Using  Appendix  A.l,  they  calculate  that 
the  type  of  housing  they  are  considering  will  cost  $104,310  ($90,000  x  1.159 
from  Appendix  A.l)  and  require  a  nest  egg  of  $26,078  ($104,310  x  0.25)  in  five 
years.*  The  Johnsons  also  know  that  their  savings  will  earn  interest  that  can  be 
used  to  reach  their  goal.  Using  Appendix  A. 3,  they  calculate  they  would  need  to 
save  $4815  per  year  ($26,078  divided  by  5.416  from  Appendix  A.3)  if  they  could 
earn  4  percent  on  their  savings.  Since  the  Johnsons  budget  monthly,  they  have 


You  may  wish  to  review  the  time  value  of  money  material  from  Chapter  1. 
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set  a  monthly  goal  of  saving  $401.25  ($4815  divided  by  12)  to  achieve  their  first- 
year  short-term  goal  (as  indicated  in  Figure  4.3)  on  the  way  to  buying  their  first 
home.* 


Prioritizing  Goals 

Many  people  become  discouraged  in  the  goal-setting  phase  of  budgeting  because 
they  quickly  realize  that  they  cannot  achieve  all  of  their  goals  immediately. 
Thus,  it  makes  sense  to  attack  the  most  important  financial  goals  first.  But  what 
are  the  most  important  goals?  One  guideline  is  to  pay  off  high-interest  credit 
cards  as  soon  as  possible.  Another  is  to  contribute  as  much  as  possible  to  one's 
retirement  plan.  Don't  be  lured  into  following  everyone  else's  approach.  Many 
college  graduates  buy  a  new  car  soon  after  getting  their  first  job  because  such  a 
vehicle  signifies  having  "made  it."  Give  careful  consideration  to  your  priorities 
and  recall  that  every  action  carries  not  only  the  dollar  cost  of  the  action  taken, 
but  also  the  opportunity  cost  of  the  alternatives  foregone. 


J    Establish  the  structural 
and  mechanical  aspects 
appropriate  for  your  per- 
sonal budget. 


The  Organization  Phase  of  Budgeting 

The  organization  phase  of  budgeting  involves  establishing  the  structural  one's 
mechanical  aspects  appropriate  for  one's  personalized  budget.  You  should  try  to 
maintain  a  positive  attitude  toward  budgeting  by  recognizing  the  value  of 
recordkeeping,  setting  the  recording  format,  selecting  the  cash  or  accrual  basis  of 
budgeting,  determining  which  budgeting  classifications  are  appropriate  for  you, 
and  identifying  the  time  period  of  your  budget.  Table  4.1  (p.  102)  offers  simple 
and  complex  budget  classifications  and  Table  4.2  (p.  104)  shows  five  sample  bud- 
gets that  you  may  consider  using. 


Select  an  Appropriate  Recordkeeping  Format 

Recordkeeping,  the  process  of  recording  the  sources  and  amount  of  dollars 
earned  and  spent,  is  an  integral  part  of  the  budgeting  process.  Its  primary  value 
lies  in  providing  detailed  information  about  what  happened  financially  during 
any  given  period  of  time.  Recording  the  estimated  and  actual  amounts  for  both 
income  and  expenditures  will  help  you  monitor  your  money  flow.  Keeping  track 
of  income  and  expenses  may  seem  an  uninteresting  task,  but  it  is  the  only  way 
to  collect  sufficient  information  to  evaluate  how  close  you  are  to  achieving  your 
financial  objectives.  You  can  create  your  own  recordkeeping  format  to  suit  your 
needs  or  you  can  purchase  forms  that  satisfy  your  needs.  Figure  4.4  shows  four 
samples  of  self-prepared  budget  records  that  vary  in  complexity.  In  the  next  sec- 
tion of  this  chapter,  you  will  learn  how  budget  data  are  recorded. 

Note  that  their  savings  each  month  would  also  earn  interest  resulting  in  monthly,  rather  than 
annual,  compounding.  Appendix  A. 3  cannot  be  used  to  make  such  fine  distinctions.  Using  a 
financial  calculator,  we  more  accurately  calculated  a  monthly  savings  amount  of  $398.34.  While 
the  difference  is  minor  here,  when  long  time  horizons  are  involved,  frequent  compounding  can 
mean  additional  thousands  of  dollars. 


Figure  4.4     Recordkeeping  Formats 


Food  Budget:    $90 


DATE  ACTIVITY 


AMOUNT 


BALANCE 


2-6  Groceries 


$20 


$70 


2-*?  Pinner  oiaV 


62 


2-14        Groceries 


(b)  More  complex  form 
for  each 
classification 


(c)  Simple  form  for 

all  expense  classifications 


(a)  Simple  form  for  each  budget  classification 


DATE 


ACTIVITY 


AMOUNT  BUDGETED  EXPENDITURES  BALANCE 


2-1 
2-6 


BiA^eV  esHmovfe 
Groceries 


%10 


%10 


$20 


10 


2-1  Pinner  au.f 


62 


2- 1 4         Groceries 


2-20         Groceries 


2* 


26 


2-26 


2-2? 


Dinner  out- 
Groceries 


10 


2-2? February  ToVoOs 


$10 


%n 
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(d)  More  complex  form  for  all  income  and  expenditure  classifications 


DATE 

ACTIVITY 

Food 
Budget:  $90 

Clothing 
Budget:  $30 

Auto 
Budget:  $60 

EXPENDITU 

Rent 
Budget:  $275 

=!ES 

Savings 
Budget:  $60 

Utilities 
Budget:  $40 

TOTAL 
Budget:  $680 

REMARKS 

2-1 

Gasoline 
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10 
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20 

20 
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7 
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2 

2-I4 
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II 

II 
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2-I? 
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/I7 

/« 

2-I6 

TelepKone 

41 

41 

2-I7 
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64 

64 

Et«\e»-gency 

INCOME 

EXPENDITURES 
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to 
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oe 
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(.20 

— 

— 

— 

6 

— 

14 

— 

— 

2 

22 
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40 
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1C 

30 

74 

27? 

60 

42 

102 

DATE 

ACTIVITY 

CASH  IN 

2-1 

PovycUeck 
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2-1 
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10 

\0 

2-4 
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41 
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60 

44 
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2? 
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Alternatively,  you  can  purchase  a  computer  software  program  designed  specifi- 
cally for  budgeting  or  use  a  spreadsheet  program  such  as  Microsoft  Excel. 
Quicken,  a  popular  software  program  that  accompanies  this  book,  is  excellent 
for  budgeting.  (The  Gannan/Forgue  Web  site  provides  a  budget  template  as  well 
as  several  financial  calculators  which  might  be  useful  for  your  budgeting  needs.) 
Computerized  recordkeeping  has  many  advantages,  especially  the  ability  to 
make  adjustments,  corrections,  and  updates. 


Use  the  Cash  or  Accrual  Basis 

You  can  use  either  of  two  systems  of  financial  recording  in  your  budgeting 
process.  Cash-basis  budgeting  recognizes  earnings  and  expenditures  when 
money  is  actually  received  or  paid  out.  Accrual-basis  budgeting  recognizes 
earnings  and  expenditures  when  the  money  is  earned  and  expenditures  are 
incurred,  regardless  of  when  money  is  actually  received  or  paid.  Most  people  fol- 
low the  cash  basis  in  the  budgeting  process  because  it  is  easier  to  use.  Either 
method  will  work  as  long  as  you  use  it  consistently. 


Select  Appropriate  Budget  Classifications 

There  are  two  broad  budgeting  classifications:  income  (money  earned  or  received) 
and  expenditures  (money  spent).  Each  can  be  subdivided  into  more  detailed  clas- 
sifications. 

Table  4.1  lists  both  simple  and  complex  budget  classifications  for  income  and 
expenses.  Even  though  the  simple  budgeting  classifications  illustrated  in  the 
table  include  only  12  expense  items,  they  represent  a  suitable  format  for  many 
people.  (Some  computer  programs  offer  more  than  100  budget  classifications.)  A 
danger  exists  when  too  many  expenditures  are  classified  under  "miscellaneous," 
lowering  the  information  value  of  the  classification.  You  can  divide  any  extraor- 
dinarily broad  categories  into  more  detailed  classifications  when  more  specificity 
is  warranted.  When  the  miscellaneous  classification  amounts  to  more  than  5 
percent  of  the  total  expenditures,  for  example,  you  could  simply  review  the 
items  included  and  create  additional  classifications. 

It  is  important  in  setting  up  budget  classifications  to  note  the  four  different 
ways  that  savings  can  be  categorized:  (1)  savings  withheld  from  a  paycheck  and 
deposited  directly  to  a  savings  account;  (2)  savings  as  a  fixed  expenditure;  (3) 
savings  as  a  variable  expenditure;  and  (4)  savings  as  the  remainder  after  all  other 
expenditures  are  paid.  The  first  two  methods  embody  the  concept  of  "pay  your- 
self first" — saving  and  investing  before  you  pay  other  expenses — one  of  the 
major  precepts  of  personal  financial  planning.  The  problem  with  relying  solely 
on  the  last  two  methods  is  that  you  might  not  save  at  all. 


Select  Appropriate  Time  Periods 

Many  people  who  budget  create  a  plan  to  cover  income  and  expenses  for  a  12- 
month  period.  Most  also  develop  monthly  budgets  because  they  receive  their 
paychecks  on  a  monthly  or  semimonthly  basis.  Using  this  shorter  timeframe 
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Table  4.1 


Sample  Budget  Classifications  and  Expense  Guidelines 


Simple 


Income 

Salary 
Nonsalary 


Fixed  Expenses* 

Housing  and  utilities  (25-45%) 
Insurance  (2-10%) 
Savings  and  investments  (6-20%) 
Taxes  (8-20%) 


Variable  Expenses* 

Food  (12-30%)+ 
Transportation  (3-10%) 
Clothing  (1-10%) 
Healthcare  (2-8%) 
Entertainment  /  vacations  (2-10%) 
Personal  /  miscellaneous  (2-5%) 
Credit  payments  (0-15%) 
Gifts  and  contributions  (1-10%) 


Complex  Salary  Pension  contributions 

Rent  Individual  retirement  account 

Interest  Home  mortgage  loan 

Dividends  Life  insurance 

Capital  gains  Health  insurance 

Tax  refunds  Disability  insurance 

Loans  Homeowner's  insurance 

Other  Automobile  insurance 

Cable  television 
Church 

Other  contributions 
Christmas  gifts 
Automobile  loan  or  lease 
Loan  1 
Loan  2 

Dues  and  club  memberships 
Savings  (withheld  from  salary) 
Federal  income  taxes 
State  income  taxes 
Social  Security  taxes 
Real  estate  property  taxes 
Personal  property  taxes 
Mutual  fund  investment 
Monthly  investment  plan 
Child  support  /  alimony 


Revolving  budget  savings  fund 

Other  savings 

Food  at  home 

Food  away  from  home 

Electricity  and  gas 

Water 

Telephone 

Gasoline  and  oil 

Automobile  maintenance  /  repairs 

Automobile  licence  renewal 

Automobile  registration 

Public  transportation 

Home  maintenance  /  renovations 

Gifts 

Doctors  and  dentists 

Medicines  and  drugs 

Hospital  bills 

Veterinary  costs 

Legal  advice 

Child  care 

Domestic  help 

Clothing  and  accessories 

Hobby  supplies 

Sports  equipment 

CDs,  DATs,  tapes,  and  records 

Books 

Newspaper  /  magazine  subscriptions 

Tobacco  products 

Alcoholic  beverages 

Education  and  tuition 

School  books  and  supplies 

Furnishings  and  appliances 

Personal  care  products 

Entertainment  /  recreation 

Vacations  /  long  weekends 

Credit  card  1 

Credit  card  2 

Investments — other 


*  The  percentages  represent  the  range  of  expenses  of  various  family  units. 

t  The  U.S.  Department  of  Agriculture  reports  that  more  than  half  of  all  meals  are  eaten  outside  the  home. 
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enables  you  to  identify  and  control  your  financial  activities  and  to  maintain 
accurate  records.  These  monthly  budgets  blend  nicely  with  an  annual  budget 
and  with  financial  statements  (net  worth  and  cash  flow)  that  are  also  usually 
compiled  on  an  annual  basis. 


U     Resolve  conflicting 
financial  needs  and  wants. 


The  Decision-Making  Phase  of  Budgeting 

The  decision-making  phase  of  budgeting  focuses  on  the  financial  aspects  of 
budgeting  and  the  decisions  about  the  sources  of  funds  as  well  as  their  destina- 
tion. As  a  financial  manager,  you  should  begin  by  examining  the  anticipated 
impact  of  inflation  and  economic  conditions  on  your  budget.  You  should  next 
make  realistic  budget  estimates  for  income  and  expenditures  and  then  resolve 
conflicting  needs  and  wants  by  revising  estimates  as  necessary. 


Inflation  and  Other  Economic  Factors 

Inflation  is  perhaps  the  single  most  influential  factor  affecting  budgets  because 
it  affects  the  prices  you  must  pay  for  the  expenditure  items  in  your  budget.  If 
food  prices  are  rising  5  percent  per  year,  a  food  budget  of  $250  per  month  would 
need  to  increase  to  $262.50  after  just  12  months.  If  you  anticipate  inflationary 
increases,  you  will  be  less  likely  to  be  caught  unprepared  for  necessary  changes 
in  your  budget. 

An  increase  in  interest  rates  can  have  a  serious  effect  on  budgeting  because 
the  amount  allocated  for  credit  purchases  may  need  to  be  increased.  Suppose  it 
is  January  and  you  are  planning  to  buy  a  $200,000  home  with  a  $40,000  down 
payment;  at  that  time  you  may  obtain  a  30-year  mortgage  loan  at  7  percent  for 
the  balance.  By  July,  the  interest  rates  may  have  risen  (or  fallen).  If  you  must  wait 
until  July  to  buy  the  home  and  interest  rates  have  increased  by  just  one  per- 
centage point,  you  may  have  a  monthly  mortgage  payment  of  $1174  instead  of 
$1064.  Suggestions  on  how  to  predict  inflation  and  other  economic  factors  are 
offered  in  Chapter  1. 


Realistic  Budget  Estimates 

Budget  estimates  are  the  projected  dollar  amounts  in  a  budget  that  one  plans  to 
receive  or  spend  during  the  period  covered  by  the  budget.  Most  people  begin  by 
estimating  either  their  total  gross  income  from  all  sources  or  their  disposable 
income.  Disposable  income — income  received  after  taxes  and  all  other 
employer  withholdings — represents  the  money  available  for  spending,  saving, 
and  investing. 

Bear  in  mind  that  a  budget  is  a  working  tool,  and  that  it  should  remain  flex- 
ible. Do  not  treat  a  budget  as  if  it  were  engraved  in  stone.  Instead,  make  and  use 
a  budget  to  fulfill  your  changing  needs,  wants,  and  goals.  Another  aspect  of 
financial  flexibility  is  planning  your  budget  to  produce  substantial  discre- 
tionary income.  This  income  is  the  money  left  over  once  the  necessities  of  liv- 
ing are  funded. 

Everyone's  budgeted  expenses  are  different  because  people's  lives  vary. 
Nonetheless,  it  is  useful  to  review  how  other  people  allocate  their  money  when 


Table  4.2 


Sample  Monthly  Budgeted  Expenses 

for  Various  Fam 

ly  Units* 

_ 

College 
Student 

Single 
Working 
Person 

Young 
Married 
Couple 

Married  Couple 

with  Two 
Young  Children 

Married  Couple 

with  Two 

College-Age 

Children 

INCOME 

Salary 

Salary 

Interest  and  dividends 

$  300 
5 

$1700 
15 

$1600 

1400 

15 

$2000 

160 

15 

$2200 

600 

80 

Loans  /  scholarships 
Savings  withdrawals 

200 

570 







500 

TOTAL  INCOME 

$1075 

$1715 

$3015 

$2175 

$3380 

Fixed  expenses 

Pension  contributions 
Individual  retirement  account 

$     - 

$     20 
20 

$     40 
160 

$     - 

$  100 
105 

Savings  (withheld) 

Housing 

Health  insurance 

Life  and  disability  insurance 

250 

20 
250 

_t 
_t 

20 
400 
60  + 

10  + 

10 
400 

70  + 

15  + 

100 

600 
70  + 
15  + 

Homeowner's  or  renter's  insurance 

— 

— 

10 

10 

15 

Automobile  insurance 

— 

40 

60 

40 

60 

Automobile  loan  payments 
Loan  1  (TV  and  stereo) 
Loan  2  (Other) 
Federal  and  state  taxes 

30 

230 
80 
40 

290 

200 
80 

40 
520 

150 
40 

320 

50 
480 

Social  Security  taxes 
Real  estate  taxes 

23 

130 

230 

165 

210 
40 

Personal  property  taxes 
Investments 

— 

5 

10 
60 

10 
5 

10 
50 

Total  fixed  expenses 

$  303 

$1125 

$1900 

$1235 

$1905 

Variable  expenses 

Revolving  budget  savings  fund 

Other  savings 

Food 

$     - 
180 

$     40 
120 

$     50 
150 
280 

$     50 
240 

$     45 
200 

Utilities 

40 

50 

60 

70 

90 

Automobile  gas,  oil,  maintenance 
Medical 

10 

60 
30 

60 
40 

60 
70 

100 
50 

Child  care 

— 

— 

— 

60 

— 

Clothing 

Gifts  and  contributions 

20 
10 

50 
20 

60 
40 

50 
60 

40 
80 

Vices 

20 

40 

60 

40 

40 

Education 

400 

— 

— 

— 

500 

Furnishings  and  appliances 
Personal  care 

10 
10 

10 
15 

30 
25 

20 
30 

20 
30 

Entertainment 

40 

60 

100 

60 

120 

Vacations 

17 

30 

40 

30 

60 

Credit  card  1 

— 

20 

20 

20 

20 

Credit  card  2 
Miscellaneous 

15 

45 

20 

80 

20 
60 

80 

Total  variable  expenses 

$  772 

$  590 

$1115 

$  940 

$1475 

TOTAL  EXPENSES 

$1075 

$1715 

$3015 

$2175 

$3380 

*  Government  surveys  for  a  recent  year  reveal  the  following  percentages  of  expenditures  for  various  categories  of  spending:  all  food,  1 3.9;  hous- 
ing, 31.8;  apparel  and  services,  5.2;  transportation,  19.0;  health  care,  5.6;  entertainment,  4.9;  personal  insurance  and  pensions,  9.3;  and  other,  10.3. 
t  Over  and  above  the  amount  subsidized  or  provided  by  employer. 
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planning  your  own  budget.  Table  4.2  presents  budget  estimates  for  a  college  stu- 
dent, a  single  working  person,  a  young  married  couple,  a  married  couple  with 
two  young  children,  and  a  married  couple  with  two  college-age  children. 

Note  that  the  college  student's  budget  given  in  Table  4.2  requires  monthly 
withdrawals  of  previously  deposited  savings  to  make  ends  meet.  The  single 
working  person's  budget  allows  for  an  automobile  loan  but  not  much  else.  The 
young  married  couple's  budget  permits  one  automobile  loan,  an  investment  pro- 
gram, contributions  to  individual  retirement  accounts,  and  significant  spending 
on  food  and  entertainment.  The  budget  of  the  married  couple  with  two  young 
children  allows  for  only  an  inexpensive  automobile  loan  payment;  note  that  one 
spouse  has  a  part-time  job  to  help  with  the  finances.  In  contrast,  the  budget  of 
the  married  couple  with  two  college-age  children  permits  a  home  mortgage  pay- 
ment, ownership  of  two  paid-for  automobiles,  savings  and  investment  programs, 
and  a  substantial  contribution  for  college  expenses. 

To  make  realistic  estimates  of  income  and  expenses,  reliable  financial  infor- 
mation is  critical.  The  more  accurate  the  estimates,  the  more  effective  the  bud- 
get. Most  people  begin  by  making  budget  estimates  for  one  pay  period  and  then 
multiply  by  the  number  of  pay  periods  per  year  to  obtain  annual  budget  figures. 
Although  accuracy  is  important,  rounding  figures  to  the  nearest  dollar  (or  some- 
times even  $5)  is  usually  sufficient. 

Information  from  the  income  and  expense  statement  developed  during  the 
financial  planning  process  (described  in  Chapter  2)  is  a  good  resource  for  mak- 
ing estimates.  If  such  a  statement  is  unavailable,  other  sources  of  information 
may  be  substituted.  For  income  data,  look  at  your  copies  of  the  previous  year's 
income  tax  forms.  Alternatively,  you  can  review  payroll  stubs  for  gross  income 
information  as  well  as  the  amounts  withheld  for  taxes,  insurance,  and  the  like. 

For  fixed  expenses  such  as  rent  and  automobile  insurance  premiums,  use 
payment  stubs  and  information  from  your  checkbook.  Variable  expenses  are 
more  difficult  to  estimate,  so  review  the  sample  budgets  of  others  (as  illustrated 
in  Table  4.2)  and  the  expense  guidelines  in  Table  4.1.  When  you  lack  previous 
financial  records,  you  might  find  it  useful  to  keep  a  detailed  log  of  expenditures 
for  one  or  two  months  and  then  make  your  initial  budget  estimates. 

It  is  essential  to  make  reasonable  estimates  for  things  you  already  have 
planned.  If  you  have  seven  Christmas  gifts  to  buy  and  expect  to  spend  $50  for 
each,  it's  easy  to  make  an  estimate  of  $350.  If  you  want  to  go  out  to  dinner  once 
each  week  at  $30  per  meal,  you  might  estimate  an  expense  of  $120  per  month. 
Avoid  using  unrealistically  low  figures  because  these  low  estimates  can  prove 
very  frustrating  when  higher  expenditures  occur  in  reality.  Simply  be  fair  and 
honest  in  your  estimates.  The  next  step  is  to  add  up  your  total  budget  estimates 
for  monthly  or  annual  income  and  expenses. 

Reconciling  Budget  Estimates 

Many  people  are  shocked  when  their  initial  expense  estimates  far  exceed  their 
income  estimates  in  their  budget.  Only  three  choices  are  available  in  such  cases: 
(1)  earn  more  income;  (2)  cut  back  expenses;  or  (3)  try  a  combination  of  more 
income  and  less  expenses. 

Extra  income,  of  course,  is  usually  hard  to  find.  Therefore,  the  immediate 
task  is  to  decide  what  is  really  important  in  the  budget.  You  must  reconcile  con- 
flicting wants  to  revise  your  budget  until  total  expenses  do  not  exceed  income. 
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This  process  is  known  as  reconciling  budget  estimates.  First,  review  the  fixed 
expenditures  to  see  if  they  are  accurate  and  are  all  truly  necessary.  Next,  look  at 
each  of  the  variable  expenditures  and  change  some  "must  haves"  to  "maybe 
next  year."  Perhaps  you  might  keep  some  quality  items  but  reduce  their  quan- 
tity. For  example,  instead  of  $120  for  four  meals  at  restaurants  each  month,  con- 
sider dining  out  twice  each  month  at  $30  per  meal.  Table  4.3  on  the  following 
page  illustrates  the  annual  budget  for  Harry  and  Belinda  Johnson  and  reflects 
their  efforts  to  reconcile  budget  estimates  until  total  planned  expenses  fall  below 
total  planned  income.  Note  that  Harry  and  Belinda  are  "paying  themselves  first," 
in  the  amount  of  $400  per  month,  to  save  to  buy  their  own  home. 

While  sometimes  uncomfortable,  the  process  of  reconciling  needs  and  wants 
is  a  healthy  exercise.  It  helps  identify  your  priorities  by  telling  you  what  is 
important  in  your  life  at  the  present  time.  It  also  suggests  sacrifices  that  you 
might  make.  The  process  of  reconciling  your  financial  wants  and  needs  in  mak- 
ing and  revising  budget  estimates  is  vital  to  achieving  your  financial  goals. 


■J    Describe  the  key  aspects 
of  the  implementation 
phase  of  budgeting. 


The  Implementation  Phase  of  Budgeting 


In  the  implementation  phase  of  budgeting,  you  put  the  budget  into  effect. 
Specifically,  you  record  expenditures  made  and  income  received  during  the  bud- 
get time  period,  manage  cash-flow  problems,  determine  totals  for  the  time 
period,  and  prepare  financial  statements. 


Recording  Actual  Income  and  Expenditures 

An  expenditure  is  an  amount  of  money  that  has  been  spent.  You  may  plan  a 
budgetary  expense  but,  when  the  money  has  been  spent,  it  becomes  an  actual 
expenditure.  It  is  important  to  keep  an  accurate  and  up-to-date  record  of  expen- 
ditures. Having  them  handy  may  remind  you  to  record  expenditures  frequently. 
If  you  have  a  good  memory  or  keep  a  notepad  in  your  pocket  or  purse  for  that 
purpose,  expenditures  can  be  formally  recorded  every  few  days. 

When  writing  data  in  the  "activity"  column  in  your  record,  be  descriptive  (as 
shown  in  Figure  4.4),  as  you  may  need  such  information  later.  Many  people  also 
write  comments  in  a  "remarks"  column  in  their  records  for  the  same  reason,  as 
shown  in  parts  (c)  and  (d)  of  Figure  4.4.  Use  a  pencil  so  that  corrections  or  revi- 
sions are  easier  to  make. 


Managing  with  a  Cash-Flow  Calendar 

For  most  people,  income  remains  somewhat  constant  month  after  month,  but 
planned  expenses  can  rise  and  fall  sharply.  As  a  result,  people  occasionally  com- 
plain that  they  are  "broke,  out  of  money,  and  sick  of  budgeting."  As  you  will  see, 
this  problem  can  be  anticipated  by  the  creation  of  a  cash-flow  calendar  and  elim- 
inated through  the  use  of  a  revolving  savings  fund. 

The  budget  estimates  for  monthly  income  and  expenses  in  Table  4.3  have 
been  placed  in  summary  form  in  Table  4.4  on  page  108,  providing  a  cash-flow 
calendar  for  the  Johnsons.  Annual  estimated  income  and  expenses  are  recorded 
in  this  calendar  for  each  budgeting  time  period  in  an  effort  to  identify  surplus  or 
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Table  4.3 


Annual  Budget  Estimates  for  2000  for  Harry  and  Belinda  Johnson 

Feb.        Mar.        Apr.        May       June        July        Aug.       Sept. 


(Prepared  December  15, 1999) 


Oct. 


Nov. 


Dec. 


Yearly      Monthly 
Total       Average 


INCOME 

Harry's  salary 

$1,700 

$1,700 

$1,700 

$1,700 

$1,700 

$1,700 

$1,775 

$1,775 

$1,775 

$1,775 

$1,775 

$1,775 

$20,850 

$1,737.50 

Belinda's  salary 

2,150 

2,150 

2,350 

2,350 

2,350 

2,350 

2,350 

2,350 

2,350 

2,350 

2,350 

2,350 

27,800 

2,316.67 

Interest 

15 

20 

20 

30 

30 

35 

35 

35 

35 

40 

40 

20 

355 

29.58 

Trust 

— 

— 

— 

— 

— 

— 

— 

— 

3,000 

— 

— 

— 

3,000 

250.00 

TOTAL  INCOME 

$3,865 

3,870 

4,070 

4,080 

4,080 

4,085 

4,160 

4,160 

7,160 

4,165 

4,165 

4,145 

52,005 

4,333.75 

Fixed  expenses 

Rent 

600 

600 

600 

600 

600 

600 

625 

625 

625 

625 

625 

625 

7,350 

612.50 

Health  insurance 

85 

85 

85 

85 

85 

85 

85 

85 

85 

85 

85 

85 

1,020 

85.00 

Life  insurance 

9 

9 

9 

9 

9 

9 

9 

9 

9 

9 

9 

9 

108 

9.00 

Home  purchase  fund 

400 

400 

400 

400 

400 

400 

400 

400 

400 

400 

400 

400 

4,800 

400.00 

Renter's  insurance 

— 

— 

— 

— 

— 

110 

— 

— 

— 

— 

— 

— 

110 

9.17 

Automobile  insurance 

— 

— 

— 

— 

— 

320 

— 

— 

— 

— 

— 

320 

640 

53.33 

Automobile  loan  payments 

285 

285 

285 

285 

285 

285 

285 

285 

285 

285 

285 

285 

3,420 

285.00 

Student  loan 

145 

145 

145 

145 

145 

145 

145 

145 

145 

145 

145 

145 

1,740 

145.00 

Savings 

60 

60 

60 

60 

60 

60 

60 

60 

60 

60 

60 

60 

720 

60.00 

Health  club 

50 

50 

50 

50 

50 

50 

50 

50 

50 

50 

50 

50 

600 

50.00 

Cable  television 

20 

20 

20 

20 

20 

20 

20 

20 

20 

20 

20 

20 

240 

20.00 

Federal  income  taxes 

490 

490 

490 

490 

490 

490 

490 

490 

490 

490 

490 

490 

5,880 

490.00 

State  income  taxes 

130 

130 

130 

130 

130 

130 

130 

130 

130 

130 

130 

130 

1,560 

130.00 

Social  Security  taxes 

295 

295 

310 

310 

310 

310 

315 

315 

315 

315 

315 

315 

3,720 

310.00 

Total  fixed  expenses 

$2,569 

2,569 

2,584 

2,584 

2,584 

3,014 

2,614 

2,614 

2,614 

2,614 

2,614 

2,934 

31,908 

2,659.00 

Variable  expenses 

Savings/investments  long-term  —  —  —  —  —  —  —  —  —  —  —  —  —  — 

Revolving  savings  fund  220  220  220  220  220  (80)  70  (530)  70  70  —  (700)  0  — 

Food  360  360  360  360  360  360  360  360  360  360  360  360  4,320  360.00 

Utilities  100  100  100  100  50  50  50  50  50  75  75  100  900  75.00 

Telephone  70  70  70  70  70  70  70  70  50  70  70  90  840  70.00 

Automobile  gas /maintenance  45  45  265  45  45  45  45  45  45  45  45  45  760  63.33 

Medical  60  60  60  60  60  60  60  60  60  60  60  60  720  60.00 

Clothing  160  160  160  160  160  160  160  160  160  160  160  160  1,920  160.00 

Church  and  charity  100  100  100  100  175  100  100  100  100  100  100  100  1,275  106.25 

Gifts  80  80  105  65  145  25  20  60  60  60  60  20  780  65.00 

Christmas  gifts  —  —  —  —  —  —  —  —  —  —  —  —  —  — 

Public  transportation  50  50  50  50  50  50  50  50  50  50  50  50  600  50.00 

Personal  allowances  155  155  155  155  155  155  155  155  155  155  155  155  1,860  155.00 

Entertainment  130  130  130  130  130  130  130  130  130  130  130  130  1,560  130.00 

Automobile  license  —  —  —  —  —  40  —  —  —  —  —  —  40           3.33 

Vacation-Christmas*  ____________  700  700  58.33 

Vacation-summer*  _______  600  —  —  —  —  600  50.00 

Anniversary  party*  —  —  —  —  —  250  —  —  —  —  —  —  250  20.83 

Miscellaneous  75  75  75  75  75  75  75  75  75  75  75  75  900  75.00 


Total  variable  expenses 

$1,605 

1,605 

1,850 

1,590 

1,695 

1,490 

1,345 

1,385 

1,365 

1,410 

1,340 

1,345 

18,025 

1,502.08 

TOTAL  EXPENSES 

$4,174 

4,174 

4,434 

4,174 

4,279 

4,504 

3,959 

3,999 

3,979 

4,024 

3,954 

4,279 

49,933 

4,161.08 

Difference  (available  for  spending, 
saving,  and  investing) 

($309) 

($304) 

($364) 

($94) 

($199) 

($419) 

$201 

$161 

$3181 

$141 

$211 

($134) 

$2072 

$172.67 

Provided  for  in  revolving  savings  fund. 
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Table  4.4 


Cash-Flow  Calendar  for  Harry 

and  Belinda  Johnson 

Month 

1 

Estimated 

Income 

2 
Estimated 
Expenses 

3 

Surplus/  Deficit 

(1-2) 

4 

Cumulative 

Surplus /Deficit 

January 

$3,865 

$4,174 

-$309 

-     $309 

February 

3,870 

4,174 

-    304 

-       613 

March 

4,070 

4,434 

-    364 

-       977 

April 

4,080 

4,174 

-      94 

-    1,071 

May 

4,080 

4,279 

-    199 

-    1,270 

June 

4,085 

4,504 

-    419 

-    1,689 

July 

4,160 

3,959 

+    201 

-    1,488 

August 

4,160 

3,999 

+    161 

-    1,327 

September 

7,160 

3,979 

+  3,181 

+    1,854 

October 

4,165 

4,024 

+    141 

+    1,995 

November 

4,165 

3,954 

+    211 

+    2,206 

December 

4,145 

4,279 

-    134 

+    2,072 

Totals 

$52,005 

$49,933 

— 

+  $2,072 

deficit  situations.  In  the  Johnsons'  case,  planned  annual  income  exceeds 
expenses.  However,  they  start  out  the  year  with  many  expenses,  resulting  in 
deficits  for  the  next  six  months.  Later  in  the  year,  income  usually  exceeds 
expenses,  resulting  in  a  planned  surplus  at  year's  end. 

Effective  management  of  cash  flow  can  involve  curtailing  expenses  during 
months  with  financial  deficits,  increasing  income,  using  savings,  or  borrowing. 
If  you  borrow  money  and  must  pay  finance  charges,  the  credit  costs  further  push 
up  monthly  expenses.  It  is  better  to  borrow  from  yourself  using  a  revolving  sav- 
ings fund. 


Utilizing  a  Revolving  Savings  Fund 

In  its  simplest  form,  a  revolving  savings  fund  is  a  variable  expense  classification 
in  budgeting  into  which  funds  are  allocated  in  an  effort  to  create  savings  that 
can  be  used  to  balance  the  budget  later  so  as  to  avoid  running  out  of  money. 
Establishing  such  a  fund  involves  planning  ahead — much  like  a  college  student 
does  when  saving  money  all  summer  (creating  a  revolving  savings  fund)  to  draw 
on  during  the  school  months.  Most  people  need  to  establish  a  revolving  savings 
fund  for  two  purposes:  (1)  to  accumulate  funds  for  large  irregular  expenses,  such 
as  automobile  insurance  premiums,  medical  costs,  Christmas  gifts,  and  vaca- 
tions; and  (2)  to  meet  occasional  deficits  due  to  income  fluctuations. 

The  Johnsons'  revolving  savings  fund  is  shown  in  worksheet  format  in  Table 
4.5  on  page  109.  It  provides  only  enough  savings  to  cover  expenses  for  their 
planned  vacations  and  anniversary  party.  Their  revolving  savings  fund  does  not 
contain  enough  money  to  cover  their  frequent  monthly  deficits  in  cash  flow, 
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Table  4.5 


Worksheet  for  Revolving  Savings  Fund  for 

(for  Harry  and  Belinda  Johnson)* 

Large  Irregular  or 

Revolving  Expei 

lses 

YEAR      1000 

Month 

(describe  expense  items) 

Amount  Needed 

to  Cover 
Large  Expenses 

Deposit  in 

Reserve 

Savings  Fund 

Paid  from 
Reserve  Fund 

Reserve 

Savings 

Fund  Balance 

Beginning  balance 

—  t 

January 

$220 

%110 

February 

no 

440 

March 

110 

(.(.0 

April 

110 

no 

May 

110 

woo 

June  —  /\n*\ive»-s<*»7  p<*v+-y 

$2*0 

no 

1*0 

\070 

July 

10 

1050 

August  — v<*c<*Hov\ 

(-00 

10 

(.00 

«0 

September 

10 

ao 

October 

10 

100 

November 

— 

100 

December  —  Clws+wvs 

100 

— 

100 

— t 

Totals 

%\^0 

$|S"50 

%\^0 

Total  Large  Irregular  Expense 

s  =    ilreo    div 
sited  in  reserve  t 

idedby12  =     $12*7.17  .which  is  the 

minimum  amount  to  be  depc 

>ach  month,  depending  when  the  fun< 

is  are  needed. 

*    Harry  and  Belinda,  being  newlyweds,  started  the  year  with  a  zero  beginning  balance.  Next  year  they  will 

begin  the  year  with  a  balance  of  $2072  (see  Tables  4.3  and  4.4). 
t    These  amounts  should  be  the  same  (zero  for  the  Johnsons). 


however.  The  revolving  savings  fund  concept  works  wonderfully  only  if  the  fund 
contains  enough  money  to  cover  the  largest  cumulative  deficit.  Thus,  the  John- 
sons need  $1689  (the  June  figure  in  Table  4.4).  Lacking  that  much  money,  the 
couple  has  two  alternatives:  to  borrow  money  to  cover  deficits  during  the  first 
several  months  of  the  year  or  to  cut  back  on  expenses  enough  to  create  surpluses 
during  these  months.  They  could  also  use  a  combination  of  the  two  alternatives. 
Note  also  in  Table  4.4  that  the  Johnsons  have  a  planned  surplus  of  $2072  at  the 
end  of  December.  This  amount  should  be  more  than  enough  to  create  a  revolv- 
ing savings  fund  to  begin  the  new  year  so  that  they  will  not  face  planned  deficits 
again. 


Calculating  Time-Period  Totals 

After  the  budgeting  period  has  ended — usually  at  the  beginning  of  a  new 
month — you  need  to  add  up  the  actual  income  received  and  expenditures  made 
during  that  period.  You  can  perform  this  calculation  on  a  form  for  each  budget 
classification,  as  shown  in  parts  (a)  and  (b)  of  Figure  4.4,  or  on  a  form  with  all 
income  and  expenditure  classifications,  as  in  parts  (c)  and  (d)  of  Figure  4.4. 
Such  calculations  indicate  where  you  may  have  overspent  within  your  budget 
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0 


Illustrate  the  methods 
and  techniques  to  keep 
income  and  expenditures 
within  planned  budget 
totals. 


categories.  If  you  are  new  at  budgeting,  do  not  be  too  concerned  about  over- 
spending; it  occurs  in  some  classifications  almost  always,  only  to  be  balanced 
by  underspending  in  other  categories.  Use  such  information  to  refine  your  bud- 
get estimates  in  the  future,  and  in  three  or  four  months  you  will  be  able  to  esti- 
mate your  expenses  much  more  accurately. 


The  Control  Phase  of  Budgeting 


In  the  control  phase  of  budgeting,  an  individual  or  family  uses  various  methods 
and  techniques  to  keep  income  and  expenditures  within  the  planned  budget 
totals.  The  control  phase  occurs  simultaneously  with  the  implementation  phase, 
because  the  best  time  to  control  spending  is  during  the  budget  time  period. 


Reasons  for  Budget  Controls 

Budget  controls  tell  you  whether  you  are  on  target  and  how  well  you  are  pro- 
gressing on  a  financial  level;  they  also  alert  you  to  such  problems  as  errors,  over- 
expenditures,  emergencies,  and  exceptions  or  omissions.  For  example,  when 
Postal  Service  employee  Barbara  DelRio  of  Dayton,  Ohio,  examined  her  budget 
figures  for  the  month  of  May,  she  discovered  that  her  "cash  out"  column  equaled 
$1596  while  all  other  expenditure  columns  totaled  only  $1532.  The  two  figures 
should  be  the  same  if  she  had  recorded  all  transactions  and  added  all  figures  cor- 
rectly. Thus,  this  cross-check  serves  as  a  built-in  control.  It  is  futile  to  try  to 
account  for  every  single  dollar  because  some  cash  is  bound  to  "slip  away"  every 
month.  However,  a  difference  of  $64  ($1596  -  $1532)  indicates  that  something 
is  wrong,  and  that  Barbara  likely  omitted  some  expenditure  item. 

Comparing  totals  represents  a  valuable  control  built  into  the  recording 
process.  The  controls  used  should  not,  of  course,  be  treated  as  absolute  mandates 
with  penalties  should  there  be  errors.  Instead,  they  simply  inform  you  that  you 
need  to  reexamine  your  budgeting  practice  and  remedy  any  missteps. 


Seven  Budget  Control  Measures 

Suggestions  for  controlling  a  budget  include  the  following:  (1)  use  a  checking 
account;  (2)  employ  a  credit  controlsheet;  (3)  check  accuracy;  (4)  monitor  unex- 
pended balances;  (5)  justify  exceptions;  (6)  use  the  envelope  system;  and  (7) 
employ  subordinate  budgets. 

Use  a  Checking  Account  If  you  use  cash  frequently  instead  of  checks,  you  may 
have  trouble  tracking  the  amount  you  spend.  You  must  retain  many  receipts  and 
write  the  purpose  of  each  expense  on  the  back  of  each  receipt;  you  should  also 
keep  a  daily  log  that  includes  expenditures  for  which  you  obtained  no  receipt. 
Checks,  on  the  other  hand,  provide  a  record  of  the  business  or  person  with 
whom  you  did  business,  and  each  check  contains  a  space  to  record  the  purpose, 
as  shown  in  Figure  4.5.  It  is  also  good  control  to  deposit  all  checks  received  to 
your  checking  account  without  receiving  a  portion  in  cash;  if  you  need  cash, 
write  a  check. 
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Figure  4.5 


Check  with  Explanation  Space 


Check  Register 


Source:  Courtesy  of  Pikeville  National  Bank,  Pikeville,  KY. 


CHECK 

DATE 

DESCRIPTION  OF  TRANSACTION 

AMOUNT 

FEE 
(-) 

• 

T 
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BALANCE  FORWARD 
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OF  DEPOSIT 
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I00I 
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Angelo's  Pitu* 

1 

?0 

1 

ro 
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71 

- 

*n 
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00 
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00 
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71 

\ooi 

4/4 

k;-M<*»+ 

11 

40 

II 

40 

seUool  supplies 

1C1 

31 

<- 

It  is  easy  to  write  a  check  in  haste  without  recording  its  purpose  on  the  front 
of  the  check.  The  check  stub  or  register  (also  shown  in  Figure  4.5)  provides  a 
handy  place  to  record  explanations  of  expenditures.  A  special  concern  arises 
with  people  who  use  automatic  teller  machines  (ATMs)  frequently  to  withdraw 
cash  or  use  debit  cards  for  day-to-day  expenditures.  These  withdrawals  should  be 
recorded  in  the  check  register  immediately.  Further,  the  budget  expenditure  cate- 
gory for  which  the  funds  were  used  must  be  recorded  so  that  the  budget  balance 
can  be  appropriately  adjusted.  You  should  establish  a  habit  of  safeguarding  ATM 
and  debit  card  receipts  by  always  putting  them  in  the  same  place  in  your  wallet 
or  handbag  and  filing  them  safely  when  you  return  home. 


Employ  a  Credit  Controlsheet   Figure  4.6  shows  a  sample  credit  controlsheet 

that  can  monitor  credit  use,  amounts  owed,  and  parties  to  whom  debts  are  owed. 
This  form  can  keep  you  abreast  of  outstanding  credit  obligations  and  allows  you 
to  cross-check  easily  the  credit-flow  checksheet  with  credit  statements  received 
in  the  mail. 
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Figure 

4.6 

Credit  Controlsheet 

Credit  flow  for 

J  <?vvv.  —  K«>vv. 

DATE 

PURPOSE  FOR 
CREDIT 

VI 

Chg^^ 
^iPay) 

SA 
Balance 

MASTERCARD 

Ch9^-^1    Balance 
^TPay) 

AMES  De 

Chg^^" 

pt.  Store 
Balance 

SUMMARY 
All  Creditors 

Chgs           Paid       Balance 

1-2 

G<*s  -Pov  cw 

I4-.1T 

|4.1<T 

I4.1T 

I4.1T 

1-2 

CloHVmg 

32.00 

32.00 

32.00 

46.1<T 

l-K 

Ptfvi^A  Vis«* 

fl+.?s) 

-0- 

I4.1T 

32.00 

1-27 

New  <AesV 

320.00 

320.00 

320.00 

352.00 

2-12 

G<AS  -Pov  C<*v 

20.00 

20.00 

20.00 

372.00 

2-2* 

P^u<A  /\v*\es 

(32.00) 

-0- 

32.00 

340.00 

People  who  keep  budgets  on  a  cash  basis  sometimes  do  not  track  credit  trans- 
actions until  they  receive  a  statement  noting  the  amount  due.  While  this  system 
works  well  for  some  people,  others  continue  to  buy  on  credit  and  fail  to  recog- 
nize the  detail  and  amount  of  their  indebtedness  until  they  receive  a  statement. 
People  who  make  credit  purchases  also  need  to  keep  the  receipts  for  future  ref- 
erence so  charges  listed  on  a  statement  can  be  verified  and  any  errors  challenged. 
A  credit  controlsheet  allows  you  to  record  each  credit  transaction  when  it  occurs; 
if  you  misplace  a  receipt,  you  still  have  a  record  available  for  verification. 

Check  Accuracy  Another  way  to  control  a  budget  is  to  double-check  the  accu- 
racy of  financial  records.  Many  people  increase  the  accuracy  of  their  records  by 
using  a  computer,  a  word  processor,  or  a  calculator.  Accuracy  in  recordkeeping 
builds  confidence  in  handling  financial  affairs. 

Monitor  Unexpended  Balances  The  best  method  to  control  overspending  is  to 
monitor  unexpended  balances  in  each  budget  classification.  You  can  accom- 
plish this  task  by  using  a  budget  design  that  keeps  a  declining  balance,  as  illus- 
trated by  parts  (a)  and  (b)  of  Figure  4.4.  Other  budget  designs,  such  as  those 
shown  in  parts  (c)  and  (d)  of  Figure  4.4,  need  to  be  monitored  differently.  As 
illustrated  in  parts  (c)  and  (d),  simply  calculate  subtotals  every  week  or  so,  as 
needed,  during  a  monthly  budgeting  period. 

Justify  Exceptions  Budget  exceptions  occur  when  budget  estimates  in  various 
classifications  differ  from  actual  expenditures,  with  discrepencies  usually  taking 
the  form  of  overexpenditures.  Exceptions  may  also  occur  in  the  over-  or  under- 
receipt  of  earnings.  Allowing  for  exceptions  keeps  your  budget  flexible,  although 
you  still  need  to  monitor  them.  Of  course,  to  remain  within  your  budget  alloca- 
tions, you  must  balance — or  offset — overexpenditures  with  extra  earnings 
received  or  with  a  reduction  of  spending  elsewhere. 

Use  the  Envelope  System  The  envelope  system  of  budgeting  gets  its  name 
from  the  fact  that  exact  amounts  of  money  are  placed  into  envelopes  for  pur- 
poses of  strict  budgetary  control.  If  you  wish  to  use  the  envelope  system,  place 
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HOW 


Get  Out  of  Credit  Difficulties 


to  . .. 


The  most  carefully  prepared  budgets  can  be  ren- 
dered virtually  useless  by  careless  use  of  credit.  If 
overuse  of  credit  is  a  problem,  the  following  budget 
activities  should  be  implemented: 

1.  Make  a  credit  controlsheet  similar  to  the  one 
shown  in  Figure  4.6. 

2.  Do  not  take  out  additional  loans  or  add  to 
credit  card  balances. 

3.  Budget  a  specific  payoff  amount  monthly  for 

each  debt.  For  installment  loans,  make  the 
required  monthly  payment.  For  credit  card  debt, 


calculate  the  amount  needed  to  pay  the  debt  off 
within  a  specific  time  period  (e.g.,  two  years).  (A 
method  for  calculating  the  necessary  amount  to 
be  repaid  each  month  will  be  covered  in  Chap- 
ter 7,  "Planned  Borrowing.")  Make  those  pay- 
ments as  you  would  any  other  bill. 

4.  If  credit  cards  are  to  be  used,  record  every 
usage  in  colored  ink  in  your  check  register  and 
treat  it  like  a  cash  expenditure.  Pay  off  all  new 
charges  each  month  plus  the  amount  needed  to 
retire  the  debt  as  calculated  in  item  3. 


money  equal  to  the  budget  estimate  for  expenditure  classifications  in  envelopes 
at  the  start  of  a  budgeting  period.  Write  the  classification  name  and  the  budget 
amount  on  the  outside  of  each  envelope.  As  expenditures  are  made,  record  them 
on  the  appropriate  envelope  and  remove  the  proper  amounts  of  cash.  When  an 
envelope  is  empty,  funds  are  exhausted  for  that  classification.  This  technique 
works  well  in  controlling  expenditures  for  variable  expenses  such  as  entertain- 
ment, personal  allowances,  and  food.  It  may  also  provide  a  good  way  for 
younger  children  to  learn  to  budget  allowances.  Of  course,  the  envelopes  must 
be  safeguarded  to  prevent  theft. 

Employ  Subordinate  Budgets  A  subordinate  budget  is  a  detailed  listing  of 
planned  expenses  within  a  single  budgeting  classification.  For  example,  an  esti- 
mate of  $1200  for  a  week-long  vacation  could  be  supported  by  a  subordinate 
budget  as  follows:  motel,  $700;  restaurants,  $300;  and  entertainment,  $200. 
Without  a  subordinate  budget  to  guide  expenditures,  the  $1200  might  last  only 
four  or  five  days  becuase  of  overspending. 


\M    Perform  the  tasks 
of  the  evaluation  phase  of 
budgeting. 


The  Evaluation  Phase  of  Budgeting 


Evaluation  has  extreme  importance  in  the  budgeting  process.  Indeed,  the  eval- 
uation phase  of  budgeting  provides  feedback  for  reexamining  short-term  goals 
and,  if  needed,  for  reclarifying  long-term  goals.  Your  basic  financial  planning 
values  may  then  be  reaffirmed  or  reorganized  to  fit  your  needs.  More  specifically, 
the  purpose  of  evaluation  is  to  determine  whether  the  earlier  steps  in  the  bud- 
geting process  have  worked. 

Although  evaluation  is  a  continuous  process,  a  formal  evaluation  phase 
should  occur  at  the  end  of  each  budgeting  time  period.  At  that  time,  you  should 
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compare  actual  with  budgeted  amounts,  decide  whether  the  budget  objectives 
have  been  achieved,  and  judge  whether  the  overall  process  of  budgeting  has 
worked. 


Compare  Estimated  and  Actual  Amounts 

Making  comparisons,  sometimes  called  variance  analysis,  is  important  if  you 
want  to  understand  why  expenditures  were  higher  or  lower  than  you  estimated. 
This  method  is  illustrated  in  Figure  4.7.  In  some  budget  expenditure  classifica- 
tions, the  budget  estimates  rarely  agree  with  the  actual  expenditures — particu- 
larly in  variable  expenses.  The  remarks  column,  as  illustrated  in  parts  (c)  and  (d) 
of  Figure  4.4,  can  help  clarify  why  discrepencies  occur. 


Decide  How  to  Handle  Balances 

At  the  end  of  the  budgeting  time  period,  some  budget  classifications  may  still 
have  a  positive  balance.  For  example,  perhaps  you  estimated  the  electric  bill  at 
$50,  and  it  was  only  $45.  You  may  then  ask,  "What  do  I  do  with  the  balance?" 
You  also  may  ask,  "What  happens  to  budget  classifications  that  were  overspent?" 
People  often  deposit  the  net  surplus  (the  amount  remaining  after  all  budget 
classification  deficits  are  subtracted  from  those  with  surpluses)  in  a  savings 


Figure  4.7 


Quarterly  Budget  Variance  for  Harry  and  Belinda  Johnson 
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account,  such  as  their  revolving  savings  fund  account,  or  put  the  money  toward 
paying  off  credit  card  balances.  Others  treat  it  like  "mad  money"  and  spend  it. 
Still  others  leave  the  funds  in  a  checking  account  and  carry  the  surpluses  for- 
ward, thereby  providing  larger  budget  estimates  for  the  following  month.  The 
budgeting  form  in  part  (d)  of  Figure  4.4  allows  for  carrying  forward  balances  to 
the  next  period.  Some  people  carry  forward  deficits,  with  the  hope  that  having 
less  available  in  a  budgeted  classification  the  following  month  will  motivate 
them  to  keep  expenditures  low.  Because  variable  expense  estimates  are  usually 
averages,  it  is  best  not  to  change  the  estimate  based  on  a  variation  that  occurs 
over  just  one  or  two  months.  If  estimates  are  too  high  or  low  for  a  longer  period, 
however,  you  will  want  to  make  adjustments. 

Be  aware  of  any  over-  or  underestimates  of  the  amounts  actually  recorded  for 
earnings  or  expenditures.  Overages  on  a  few  expenditures  may  cause  little  con- 
cern. However,  if  excessive  variances  have  prevented  you  from  achieving  objec- 
tives or  making  the  budget  balance,  then  take  some  action.  New  controls  might 
have  to  be  instituted  or  current  controls  tightened.  Reflective  thinking  in  this 
type  of  evaluation  will  ensure  an  improved  budgeting  process  in  the  future. 

Assess  Progress  toward  Goals 

Whatever  your  goals,  it  is  exciting  to  know  that  some  or  all  of  them  have  been 
achieved  or  that  progress  has  been  made  toward  those  ends.  A  successful  budget 
reflects  on  the  person  behind  it.  Even  though  achieving  such  objectives  as  stay- 
ing within  the  budget  estimates,  paying  off  a  small  debt,  or  saving  a  few  hun- 
dred dollars  within  the  budget  period  may  seem  unimpressive  to  some  people,  it 
allows  you  to  say,  "I  achieved  my  goals  because  I  made  the  plan  and  worked  it 
successfully." 

If  you  did  not  achieve  some  of  your  objectives,  you  can  use  the  evaluation 
process  to  determine  why  and  to  adjust  your  budget  and  objectives  accordingly. 


Did  You 


KNOW 


What  to  Do  with  Extra  Money 


A  common  fear  in  budgeting  is  that  spending  will 
exceed  income.  But  what  if  the  opposite  happens 
and  income  regularly  exceeds  budgeted  expendi- 
tures? This  can  happen  if  you  get  a  raise,  if  your 
projections  for  outgo  were  too  high,  or  if  you  are 
simply  frugal.  If  you  find  you  have  money  left  over 
at  the  end  of  the  month,  you  might  consider  the 
following: 

•  Pay  off  your  credit  card  debt.  Paying  on  these 
high-interest  loans  will  result  in  even  lower 
expenditures  as  interest  charges  diminish. 


Put  the  money  in  your  employer-sponsored 
retirement  plan.  Because  these  plans  are 
tax-sheltered,  you  save  on  taxes  at  the  same 
time  that  you  add  to  your  nest  egg. 

Invest  in  a  mutual  fund.  Investing  is  a  habit 
that  is  hard  to  start  but  easier  to  continue.  Start- 
ing when  funds  are  readily  available  will  help 
continue  the  pattern  when  money  is  tighter. 

Pay  down  a  mortgage  or  other  loan.  Putting 
additional  amounts  toward  monthly  loan  pay- 
ments will  get  them  paid  off  earlier  and  reduce 
overall  interest  expenses. 
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Suppose  the  Johnsons  find  that  they  are  unable  to  set  aside  the  planned  $400  for 
their  new  home.  By  evaluating  their  budget,  they  might  find  that  unexpected 
medical  expenses  and  an  out-of-state  trip  to  visit  a  sick  relative  led  them  to  dip 
into  their  savings.  Under  these  circumstances,  they  can  easily  understand  why 
the  objective  was  not  achieved  and  they  can  set  their  sights  on  reaching  the  goal 
during  the  next  budgeting  time  period. 

Evaluation  of  your  progress  toward  reaching  savings  goals  is  especially 
important.  As  seen  in  Chapter  2,  net  worth  can  grow  only  when  you  spend  less 
than  your  income.  Success  comes  when  savings  goals  are  being  met.  If  this  is  not 
the  case,  the  budgeter  must  set  up  mechanisms  to  force  savings  to  occur.  Payroll 
deductions  and  automatic  transfers  from  checking  to  savings  accounts  may  aid 
this  process  by  making  saving  automatic.  Such  mechanisms  are  especially  help- 
ful for  first-attempt  savers  who  are  simply  trying  to  build  the  three-  to  six-month 
emergency  fund  that  is  recommended  for  most  people. 


■J  Explain  the  techniques 
of  talking  effectively  about 
money. 


iscussions  about  Money 


A  common  cause  of  marital  tension  is  conflict  over  money.  Couples  often  dis- 
agree about  what  to  spend  their  money  on  and  how  much  to  spend.  Sometimes 
one  person  in  a  relationship  will  make  a  crucial  financial  decision  without  con- 
sulting the  other  person,  thereby  creating  resentment  and  perhaps  setting  the 
stage  for  a  series  of  retaliatory  actions.  Some  couples  seem  unable  to  work 
together  to  perform  the  fundamental  tasks  of  managing  money,  such  as  recon- 
ciling the  checking  account,  creating  a  workable  budget,  and  paying  bills  on 
time.  It  is  quite  common  for  at  least  one  spouse  to  bring  a  great  deal  of  debt  to 
a  marriage.  Other  couples  get  into  financial  trouble  because  they  use  credit  too 
often.  Mutual  trust  in  money  matters  can  be  developed — and  must  be — in  order 
to  have  happy  interpersonal  relationships  and  achieve  financial  success. 


Money  Management  and 

Financial  Decision  Making  for  Couples 

Managing  money  and  making  decisions  about  money  matters  are  two  different 
processes.  Managing  money  includes  such  tasks  as  handling  the  checkbook, 
overseeing  the  budget,  and  doing  the  day-to-day  shopping.  While  managing 
family  money  is  an  important  responsibility,  it  is  also  vital  to  know  which  fam- 
ily members  make  the  financial  decisions,  because  disagreements  typically  arise 
in  this  area. 

Decision  making  can  be  unilateral,  shared,  or  divided.  In  some  families,  one 
person — usually  the  chief  money  earner — makes  all  financial  decisions.  Couples 
typically  share  decision  making  to  some  extent.  They  talk  with  one  another  and 
decide  how  much  to  spend  on  major  purchases,  such  as  appliances,  jewelry,  and 
recreation  activities.  They  also  share  decision-making  power  on  more  expensive 
planned  financial  activities,  such  as  buying  automobiles  and  housing,  as  well  as 
on  key  topics  like  estate  planning  and  investments. 

Many  families  divide  financial  decision  making.  Sometimes  decision  making  is 
divided  equally  and  at  other  times  according  to  mutually  approved  specifications, 
such  as  respective  knowledge,  interest,  experience,  and  temperament.  Some  cou- 
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Your  Personal  Spending  Style 


Personal  spending  styles  are  the  different  ways 
that  people  spend  or  deal  with  their  money.  Can 
you  recognize  these  styles? 

•  Givers  are  generous  to  a  fault.  Regardless  of 
whether  they  have  the  money,  they  always  seem 
to  be  giving  gifts  or  other  financial  support  to 
others. 

•  Me-spenders  love  to  spend  money  on  them- 
selves. They  enjoy  living  the  materialistic 
lifestyle. 

•  Big  spenders  simply  like  to  spend  money  on 
themselves  and  others  and  enjoy  it  more  if  other 


people  notice.  They  often  reach  for  the  bill  when 
at  a  restaurant  with  a  group. 

•  Tightwads  save  so  compulsively  that  little  is  left 
even  for  essentials. 

•  Normal  people  usually  do  not  have  a  pattern  of 
excessive  behavior,  as  do  the  previous  four 
groups,  but  may  occasionally  exhibit  spending 
faults. 

If  two  people  with  sharply  different  spending 
styles  commit  to  a  relationship,  they  should  be  pre- 
pared for  some  problems  that  probably  will  arise. 


pies  also  split  recordkeeping  chores.  For  example,  one  spouse  might  handle  the 
checkbook  and  pay  the  bills,  while  the  other  might  keep  track  of  the  budget,  com- 
plete forms  for  health  insurance  claims,  and  fill  out  income  tax  returns. 


Complications  for  Dual-Earner  Households 

The  U.S.  Census  Bureau  reports  that  43  percent  of  all  married  households  have 
two  incomes.  Although  two  earners  can  mean  more  income,  expenses  typically 
increase  because  of  work-related  costs  such  as  clothing,  eating  out,  income  taxes, 
transportation,  and  sometimes  child  care.  One  or  both  earners  may  exhibit  jeal- 
ousy or  possessiveness  over  their  share  of  the  income.  A  financial  danger  facing 
dual-earner  households  is  that  they  would  likely  experience  an  unexpected 
decline  in  total  income  should  one  partner  lose  a  job  or  take  time  off  from  work 
to  make  a  career  change,  return  to  school,  or  raise  children.  Therefore,  dual- 
earner  households  need  to  limit  financial  commitments  that  rely  heavily  on 
their  "second"  income  in  case  their  situation  changes. 

Questions  facing  dual-earner  households  include  the  following: 

•  Should  we  pool  all  our  income  and  pay  expenses  out  of  one  financial  "pot" 
or  keep  accounts  in  two  or  more  separate  pots? 

•  Which  partner  should  pay  which  household  expenses  and  in  what  propor- 
tions? 

•  Should  we  pool  our  savings? 

•  Should  homes  and  investments  be  put  in  joint  names? 

•  How  should  we  spend  the  joint  income  tax  refund? 

•  Who  should  manage  the  checkbooks,  recordkeeping,  budgeting,  health  care 
claims,  investments,  and  retirement  and  estate  planning? 

•  How  will  we  resolve  money  matters  upon  which  we  disagree? 
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Financial  experts  recommend  that  each  person  in  a  relationship  keep  some 
money  of  his  or  her  own.  This  aim  could  be  accomplished  with  three  checking 
accounts  for  most  dual-earner  couples:  a  discretionary  account  for  each  individ- 
ual (two  accounts)  and  a  third  joint  account.  The  budget  categories  related  to 
each  account  should  be  clearly  and  jointly  specified.  Each  partner  can  then  feel 
that  he  or  she  has  access  to  money  that  the  other  partner  does  not  control.  These 
feelings  of  autonomy  encourage  independence  and  self-control  in  a  relationship 
rather  than  dependency  on  the  other  person. 


Complications  Brought  by  Remarriage 

Remarriage  merges  financial  histories,  values,  and  habits  as  well  as  households. 
Some  remarried  couples  will  have  substantial  combined  incomes  bolstered  by 
child-support  payments  from  a  former  spouse.  In  many  cases,  at  least  one  spouse 
may  be  paying  (instead  of  receiving)  alimony  and  child  support.  When  "his," 
"her,"  and  "our"  children  are  included  in  the  household,  living  expenses  can  be 
quite  steep.  Special  concerns  for  blended  families  include  determining  who 
assumes  financial  responsibility  for  various  progeny,  meeting  the  needs  of  bio- 
logical offspring  without  neglecting  or  offending  spouses  and  stepchildren, 
resentment  over  alimony  and  child  support  payments,  and  management  of 
unequal  assets,  incomes,  responsibilities,  and  debts.  Even  gift  giving  can  become 
a  quandary.  Many  remarried  people  use  "his"  and  "hers"  funds  and  require  the 
legally  responsible  parent  owing  financial  support  to  a  previous  spouse  or  to 
children  to  make  such  payments  out  of  his  or  her  own  money.  Jean  Lown,  pro- 
fessor of  home  economics  at  Utah  State  University,  suggests  that,  "What  is  best 
is  what  the  couple  can  agree  on." 


Emotions  and  Money 

Besides  the  economic  goods  and  services  that  money  can  provide,  people  often 
ascribe  a  number  of  emotions  to  money,  including  freedom,  trust,  self-esteem, 
guilt,  indifference,  envy,  security,  comfort,  power,  and  control.  When  talking 


Did  You 


KNOW 


The  Difference  between  Prenuptial 
and  Postnuptial  Agreements 


Many  people  contemplating  remarriage  are  nervous 
about  financial  matters  and  may  even  exhibit  a 
sense  of  distrust,  guilt,  or  illusions  about  financial 
matters— especially  when  they  are  bringing  sub- 
stantial assets  or  debts  to  the  new  relationship. 
Therefore,  some  couples  sign  a  prenuptial  agree- 
ment, a  contract  specifying  what  (if  any)  share  of 
each  person's  assets  the  other  will  be  entitled  to 
during  marriage  or  in  case  of  divorce.  Another 


useful  device  is  a  postnuptial  agreement,  a  con- 
tractual agreement  signed  after  marriage  to  spell 
out  each  spouse's  financial  responsibilities.  Such 
precautions  may  forestall  grief  later  because  courts 
generally  uphold  the  validity  of  such  agreements. 
The  key  is  to  make  sure  the  agreement  is  congruent 
with  laws  protecting  spouses  and  that  both  sides 
are  equally  represented  by  legal  counsel. 
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about  financial  matters  to  others,  particularly  in  family  relationships,  it  is  useful 
to  recognize  how  money  is  valued  emotionally  by  each  person. 

Many  people  consider  their  way  of  handling  money  to  be  a  deeply  private 
and  personal  matter.  They  may  want  to  hold  on  to  their  fiscal  autonomy  as  long 
as  possible,  and  they  may  be  embarrassed  to  inquire  about  how  much  others — 
even  loved  ones — spend,  earn,  or  owe.  For  many  people,  money  is  a  dark  little 
area  of  self-suspected  incompetence,  and  it  is  a  difficult  subject  to  discuss.  Judith 
Viorst,  author  of  Necessary  Losses,  suggests  that  becoming  responsible  and  adept 
at  managing  one's  financial  matters  represents  a  true  passage  into  adulthood — a 
scary  process  for  a  lot  of  people.  Nevertheless,  learning  to  talk  about  money  may 
be  a  precursor  to  reaching  family  financial  security. 


Talking  about  Financial  Matters 

Discussions  about  money  matters  are  not  always  easy  because  they  often  reflect 
deeply  held  values  that  are  difficult  to  change.  Some  people  who  are  entirely 
rational  about  most  things  in  life  can  prove  unpredictable  or  even  careless  in 
money  matters.  While  unrealistic  values  need  to  be  identified  and  discussed, 
adults  need  to  accept  that  honest  differences  may  exist  among  people  and  that 
these  values  must  be  respected.  The  following  techniques  should  help  you  dis- 
cuss money  with  more  confidence  and  candor. 


HOW 


to... 


Discuss  Personal  Finances  with  Your  Partner 


Couples  should  discuss  each  person's  values  and 
attitudes  in  several  areas  that  significantly  affect  a 
family's  finances: 

•  Childbearing    How  many  children  do  you  want 
to  have?  How  soon? 

•  Employment    How  do  you  feel  about  dual- 
career  arrangements?  Are  you  satisfied  with  your 
careers?  Are  you  earning  enough  money?  Are 
you  willing  to  move  for  your  spouse's  advance- 
ment? 

•  Clothing    How  important  is  clothing  to  you? 
Are  you  satisfied  with  the  amount,  quality,  and 
prestige  value  of  clothing  that  you  have? 

•  Food    Is  the  food  you  are  eating  at  home  the 
quality  you  really  want?  Who  should  do  the 
cooking  and  shopping  for  food?  Do  you  want  to 
eat  out  more  often?  Where? 

•  Debt    How  comfortable  are  you  using  credit  to 
buy  now,  thereby  committing  future  earnings? 


Housing    How  much  do  you  want  to  spend  on 
home  furnishings?  Do  you  really  want  to  buy  a 
home,  or  is  renting  acceptable?  Where  would  you 
like  to  live? 

Transportation    Could  you  cope  by  using  mass 
transportation  and  by  having  just  one  automo- 
bile? Could  one  car  be  an  inexpensive  vehicle 
that  gets  high  mileage?  If  so,  who  would  drive  it? 
Do  you  associate  status  with  the  car  you  drive? 

Recreation    Would  you  be  satisfied  spending  less 
(or  more)  money  on  recreational  activities? 

Vacations    What  do  you  really  want  to  do  on 
vacations?  Should  you  consider  separate  vaca- 
tions? Do  you  prefer  one  long  vacation  each  year 
or  more  frequent  long-weekend  breaks? 

Future  Security    How  important  are  savings? 
Will  your  retirement  plan  actually  provide  you 
with  a  decent  (or  high)  level  of  living?  What 
would  happen  financially  if  you  became  disabled 
or  died? 
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Get  to  Know  Yourself  and  Your  Partner  The  first  step  in  learning  to  talk  with 
others  about  financial  matters  is  to  understand  your  own  approach  to  money. 
Perhaps  you  could  make  a  list  of  what  money  means  to  you.  Consider  the  emo- 
tions described  earlier  to  help  get  you  started.  Make  a  list  of  your  financial  fears, 
or  "what  would  happen  if  .  .  .  ."  After  your  partner  separately  makes  such  lists, 
you  will  have  much  to  discuss  together.  It  will  be  constructive  to  discuss  any  dif- 
ferences in  how  you  view  yourself  as  compared  with  how  your  partner  views 
you. 

Learn  to  Manage  Financial  Disagreements  Give  all  family  members  time  to 
express  their  views  when  discussing  financial  matters.  Each  family  member  also 
needs  to  listen  to  what  others  are  saying  and  feeling.  If  talking  proves  too  diffi- 
cult, have  each  person  separately  write  down  his  or  her  concerns.  By  swapping 


HOW  I 


to... 


Develop  Money  Sense  in  Children 


■■■■■■MH 


Parents  can  help  children  develop  money  sense  by 
providing  them  with  opportunities  to  manage  their 
own  money  while  still  young  and  guiding  this 
behavior  toward  appropriate  patterns.  Five  sugges- 
tions follow. 

1 .  Give  children  access  to  money. 

Even  children  as  young  as  five  years  old  should 
have  some  money  of  their  own.  An  allowance  and 
an  opportunity  to  earn  additional  money  ("pay") 
around  the  house  should  be  the  source  of  these 
funds  in  the  preteen  years.  Later,  work  outside  the 
home  may  be  an  option.  The  amounts  of  allowance 
and  pay  should  fit  the  family  income  level.  Some 
chores  should  be  required  and  not  be  paid  for;  in 
contrast,  special  or  extra  jobs  could  result  in  some 
compensation,  giving  a  young  child  a  sense  of  the 
work  ethic. 

2.  Give  children  the  freedom  to  save 
as  well  as  to  spend  their  money. 

Children  should  have  autonomy  over  at  least  some 
of  their  own  money.  Consider  requiring  that  the 
child  deposit  one-half  of  his  or  her  allowance  and 
"pay"  in  a  savings  account.  The  remainder  could  be 
available  for  discretionary  spending  in  certain  cate- 
gories jointly  determined  by  the  parent  and  child. 

3.  Allow  children  the  freedom  to  fail. 

Parents  should  not  stop  children  from  "wasting 
their  money."  Advice  is  fine,  but  kids  need  to  feel 


the  pain  of  a  purchase  gone  bad.  Similarly,  kids 
should  not  be  bailed  out  from  every  mistake.  We 
sometimes  learn  best  from  experience,  not  from 
what  somebody  else  tells  us  is  best.  Note  that  item 
4  is  designed  to  keep  these  mistakes  from  being  too 
devastating. 

4.  Teach  responsibility  through  increasingly 
complex  activities. 

The  dollar  amounts  and  the  areas  of  discretionary 
spending  should  increase  as  the  child  becomes 
older.  A  seven-year-old  might  be  allowed  to  spend 
his  or  her  own  money  on  toys,  snacks,  and  gifts  to 
charity  at  church  or  school.  A  14-year-old  might  be 
allowed  to  buy  meals  and  clothing  as  well.  More 
responsibility  and  autonomy  should  be  given  only 
as  the  child  exhibits  the  ability  to  handle  previous 
tasks. 

5.  Talk  about  family  finances  with  children. 

In  many  families,  money  matters  are  a  taboo  sub- 
ject. Children  need  to  see  that  parents  must  work  at 
managing  the  family  finances.  They  should  know 
what  it  costs  to  raise  a  family  and  how  hard  it  can 
be  to  make  ends  meet  sometimes.  Otherwise,  kids 
will  grow  up  with  unrealistic  expectations  and 
behaviors  that  will  be  passed  on  to  their  children 
as  well. 
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notes,  ideas  and  concerns  can  be  shared.  Schedule  a  time  and  place  for  financial 
talks,  decide  on  agenda  items,  and  leave  other  conflicts  outside  the  door.  When 
necessary,  agree  to  disagree  or  postpone  difficult  decisions  until  a  later  time — but 
do  so  consciously  and  not  simply  out  of  procrastination. 

Avoid  "You"  Statements  "You"  statements  are  blaming  statements,  such  as  "You 
always  .  .  . ,"  "You  never  .  .  .  ,"  "You  are  acting  like  .  .  .  ,"  "You  should  forget  that 
idea  .  .  .  ,"  and  "If  you  don't,  I  will.  .  .  ."  These  statements  have  a  high  probabil- 
ity of  being  condescending  to  other  people,  of  making  them  feel  guilty,  and  of 
making  them  feel  that  their  needs  and  wants  are  not  important. 

Use  "I"  Statements  Use  such  phrases  as  "I  think"  and  "I  feel"  when  discussing 
money  Messages  focusing  on  "\"  describe  the  behavior  in  question,  the  feelings 
you  experienced  because  of  the  behavior,  and  any  tangible  effect  on  you.  For 
example,  a  spouse  might  say,  "1  feel  upset  when  you  make  credit  purchases, 
because  I  do  not  know  where  we  will  find  the  money  to  pay  the  bills  at  the  end 
of  the  month."  "I"  messages  say  three  things:  what  (the  behavior),  I  feel  (feel- 
ings), because  (reason).  Using  "I"  messages  helps  build  stronger  relationships 
because  they  tell  the  other  person  that  "I  trust  you  to  decide  what  change  in 
behavior  is  necessary."  Beware  of  "I"  statements  that  end  with  "I  need  you  to  ...." 
These  statements  may  be  seen  as  attempts  to  exert  power. 

Focus  on  Commonalities  Successful  communication  about  money  requires  that 
the  effort  be  aimed  toward  agreeing  on  common  goals  and  reaching  a  consensus 
of  opinion  without  substantially  compromising  the  views  of  family  members. 

Be  Honest  Achieving  consensus  requires  that  each  person  be  honest  when  talk- 
ing about  money  matters;  it  further  demands  that  family  members  regularly  talk 
about  finances,  particularly  when  money  decisions  are  not  pressing.  Be  prepared 
to  compromise.  When  you  make  decisions  together,  act  on  them. 

People  learning  to  discuss  money  matters  often  focus  their  attention  on  cur- 
rent financial  activities  and  short-term  issues  to  the  exclusion  of  long-term 
financial  planning.  Recall,  however,  that  values,  financial  plans,  and  long-term 
goals  form  the  bases  for  short-term  goals  and  issues.  Therefore,  you  should  try  to 
use  these  discussions  to  forge  overall  long-term  strategies  for  dealing  with  your 
family  finances.  Once  the  proper  base  has  been  established,  short-term  issues  are 
more  likely  to  fall  into  place. 


1.  Your  personal  values  are  the  starting  point  in 
financial  planning  and  budgeting.  Budgeting 
is  a  process  of  projecting,  organizing,  moni- 
toring, and  controlling  future  income  and 
expenditures  (including  cash  and  credit 
purchases  as  well  as  savings). 

2.  In  the  goal-setting  phase  of  budgeting,  goals 
must  be  specific.  They  should  contain  dollar 
amount  target  dates  for  achievement. 


In  the  organization  phase  of  budgeting — 
which  focuses  on  the  structural  and  mechan- 
ical aspects  of  budgeting — you  choose  a 
recording  format,  select  either  the  cash  or 
accrual  basis  of  accounting,  choose  various 
budget  classifications,  and  select  the  time 
period  for  the  budget.  It  is  important  to 
maintain  a  positive  attitude  toward  budget- 
ing and  to  maintain  flexibility. 

The  decision-making  phase  of  budgeting  re- 
quires you  to  make  realistic  budget  estimates 
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for  income  and  expenditures  as  well  as 
resolve  conflicting  needs  and  wants  by  revis- 
ing estimates  as  needed. 

5.  In  the  implementation  phase  of  budgeting, 
you  put  the  budget  into  effect  primarily  by 
recording  actual  income  and  expenditures. 
You  then  manage  cash-flow  and  calculate 
time-period  totals. 

6.  The  control  phase  of  budgeting  includes  the 
potential  use  of  seven  different  means  of 
control.  Using  a  checking  account,  checking 
accuracy,  and  monitoring  unexpended  bal- 
ances are  popular  controls.  Formal  budgeting 
controls  include  the  credit  controlsheet  and 
the  envelope  system. 

7.  In  the  evaluation  phase  of  budgeting,  you 
compare  actual  with  budgeted  amounts, 
decide  how  to  handle  balances,  and  assess 
progress  toward  goals. 

8.  Many  people  find  it  difficult  to  talk  with 
others  about  money  and  the  tough  financial 
decisions  they  must  make.  A  number  of  use- 
ful strategies  can  be  used  to  improve  com- 
munications about  money  matters,  including 
the  use  of  "I"  statements. 


Key  Words  &  Concepts 


budget        95 
budget  controls        110 
budget  estimates       103 
budgeting       95 
cash-basis  budgeting       101 
cash-flow  calendar        706 
credit  controlsheet        111 
discretionary  income        103 
disposable  income       103 
expenditure        106 
long-term  goals       96 
monitor  unexpended  balances 
net  surplus        114 
personal  spending  styles        117 
prenuptial  agreement        118 
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reconciling  budget  estimates        106 
recordkeeping       99 
revolving  savings  fund        108 
subordinate  budget        113 
values       95 


Questions  for  Thought  &  Discussion 

1.  Concisely  describe  the  relationships  among 
the  following  terms:  values,  financial  plan- 
ning, goals,  and  budgeting. 

2.  List  the  six  phases  of  budgeting. 

3.  Distinguish  between  long-  and  short-term 
goals. 

4.  What  is  the  focus  of  the  organization  phase 
of  budgeting? 

5.  Differentiate  between  cash-  and  accrual-basis 
budgeting. 

6.  Briefly  explain  how  inflation  affects  budget- 
ing. 

7.  What  are  the  values  of  resolving  conflicting 
needs  and  wants  in  budgeting? 

8.  Explain  how  a  cash-flow  calendar  works. 

9.  Explain  how  a  revolving  savings  fund  works. 

10.  What  purposes  do  budget  controls  serve? 

11.  How  can  you  use  a  checking  account  as  a 
budget  control? 

12.  Explain  how  the  envelope  system  of  budget 
control  works. 

13.  How  can  a  subordinate  budget  be  used  on  a 
vacation? 

14.  What  is  the  purpose  of  the  evaluation  phase 
of  budgeting? 

15.  What  should  be  done  during  the  evaluation 
phase  of  budgeting? 

16.  Briefly  describe  how  decision  making  can  be 
handled  by  families. 

17.  Give  two  suggestions  for  how  parents  can 
increase  their  children's  money  sense. 

18.  List  three  financial  questions  that  dual- 
earner  couples  and  remarried  families  face. 
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19.  Describe  two  types  of  spending  styles  other 
than  "normal." 

20.  Give  three  suggestions  on  how  to  help  peo- 
ple talk  about  money  matters. 


DECISIONMAKING  CASE'. 


Case  1    A  Couple  Creates  an  Educational 
Savings  Plan 

Anne  and  Mike  Washington  of  Gary,  Indiana, 
have  two  young  children  and  have  been  living  on 
a  tight  budget.  Their  monthly  budget  is  illustrated 
in  Table  4.2  as  the  "married  couple  with  two 
young  children."  Mike  and  Anne  have  been  ner- 
vous about  not  having  started  an  educational  sav- 
ings plan  for  their  children.  Anne  has  just  started 
to  work  part-time  at  a  local  accounting  firm  and 
earns  about  $160  per  month;  this  income  is 
reflected  in  the  Washingtons'  budget.  They  have 
decided  that  they  need  to  save  $200  per  month  for 
the  children's  education,  but  Anne  does  not  want 
to  work  more  hours  away  from  home. 

(a)  Review  the  family's  budget  and  make  sugges- 
tions about  how  to  modify  various  budget 
estimates  so  that  they  could  save  $200  a 
month  for  the  education  fund. 

(b)  Briefly  describe  the  impact  of  your  recom- 
mended changes  on  the  Washingtons' 
lifestyle. 

(c)  What  factors  should  the  couple  remember  as 
they  attempt  to  discuss  and  resolve  this 
important  financial  issue  for  their  family? 


Case  2    Budget  Control  for  a  Recent  Graduate 

Charles  DiPinto,  a  political  scientist  from  Tucson, 
Arizona,  graduated  from  college  eight  months  ago 
and  is  having  a  terrible  time  with  his  budget. 
Charles  has  a  regular  monthly  income  from  his 
job  and  no  really  large  bills,  but  he  likes  to  spend. 
He  exceeds  his  budget  every  month,  and  his  credit 
card  balances  are  increasing.  Choose  three  budget 
control  methods  that  you  could  recommend  to 
Charles,  and  explain  how  each  one  could  help 
him  gain  control  of  his  finances. 


Financial  Math  Questions 

1.   Sharon  and  Dick  DeVaney  of  West  Lafayette, 
Indiana,  have  decided  to  start  a  family  next 
year,  so  they  are  looking  over  their  budget 
(illustrated  in  Table  4.2  as  the  "young  mar- 
ried couple").  Sharon  thinks  that  she  can  go 
on  half-salary  ($800  instead  of  $1600  per 
month)  on  her  job  as  a  graduate  assistant  for 
about  18  months  after  the  baby's  birth  and 
then  return  to  full-time  work. 

(a)  Looking  at  the  DeVaneys'  current 
monthly  budget,  identify  categories  and 
amounts  in  their  $3015  budget  where 
they  realistically  might  cut  back  $800. 
(Hint:  Federal  and  state  taxes  should  drop 
about  $250  as  their  income  drops.) 

(b)  Assume  that  Sharon  and  Dick  could  be 
persuaded  not  to  begin  a  family  for 
another  two  to  three  years  until  Sharon 
finishes  graduate  school.  What  specific 
budgeting  recommendations  would  you 
give  them  for  handling  (i)  their  fixed 
expenses  and  (ii)  their  variable  expenses 
to  prepare  financially  for  an  anticipated 
$800  loss  of  income  for  18  months,  as 
well  as  the  expenses  for  the  new  baby? 

(c)  am    If  the  DeVaneys'  gross  income  of 
S5   $3015  rises  6  percent  per  year  in  the 
future,  what  will  their  income  be  after 
five  years?   [Hint:  See  Appendix  A.l  or 
the  Garman/Forgue  Web  site.] 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez 
Think  about  Their  Budget 

Victor  and  Maria  Hernandez  have  begun  the  tran- 
sition from  being  parents  with  children  at  home 
to  being  without  children.  As  their  children  grow 
older  and  prepare  to  go  away  to  college,  Victor 
and  Maria  have  been  considering  several  issues 
related  to  their  children's  money  matters.  They 
could  use  some  advice. 

1.   Explain  five  ways  that  the  Hernandezes 
might  create  money  sense  in  their  children. 


124 


PART  2     Money  Management 


2.   Use  the  sample  budgets  in  Table  4.2  to 
explain  to  the  couple  how  their  budget 
might  change  when  their  children  go  to 
college. 

The  Johnsons  Have  Some  Budget  Problems 

The  Johnsons  enjoy  a  high  income  because  they 
both  work  at  well-paying  jobs.  They  cannot 
believe  that  less  than  a  year  ago  they  were  both 
living  the  stressful  financial  lives  of  college  stu- 
dents. Times  have  changed  for  the  better. 

The  Johnsons  have  spent  parts  of  three  evenings 
over  the  past  several  days  discussing  their  financial 
values  and  goals  together.  As  shown  in  the  upper 
portion  of  Figure  4.3,  they  have  established  three 
long-term  goals:  S3000  for  a  European  vacation  to 
be  taken  in  2J/2  years,  $5000  needed  in  October 
2003  for  a  down  payment  on  a  new  automobile, 
and  $22,500  for  a  down  payment  on  a  home  to  be 
purchased  in  December  2004.  As  shown  in  the 
lower  portion  of  the  figure,  the  Johnsons  did  some 
calculations  to  determine  how  much  they  had  to 
save  for  each  goal — over  the  short  term — to  stay 
on  schedule  to  reach  their  long-term  goals  as  well 
as  pay  for  two  vacations  and  an  anniversary  party. 

After  developing  their  balance  sheet  and  income 
and  expense  statements  (shown  on  pages  52-53), 
the  Johnsons  made  a  budget  for  the  year  (shown 
in  Table  4.3).  They  then  reconciled  various  con- 
flicting needs  and  wants  until  they  found  that 
total  annual  income  exceeded  expenses.  Next, 
they  created  a  revolving  savings  fund  (Table  4.5) 
in  which  they  were  careful  to  include  enough 
money  each  month  to  meet  all  of  their  short-term 
goals.  When  developing  their  cash-flow  calendar 
for  the  year  (Table  4.4),  however,  they  noticed  a 
problem:  a  series  of  substantial  cash  deficits  over 
the  first  several  months  of  the  year.  In  fact,  despite 
their  projected  high  income  and  anticipated  sub- 
stantial surplus  at  the  end  of  the  year,  it  is  now 
January  and  the  Johnsons  are  broke! 

Harry  and  Belinda  have  very  little  money  in  sav- 
ings to  cover  planned  deficits.  To  meet  this  prob- 
lem, they  do  not  anticipate  increasing  their 
income,  using  savings,  or  borrowing.  Instead, 
they  are  considering  modifying  their  needs  and 
wants  to  reduce  their  budget  estimates  to  the 
point  where  they  would  have  zero  or  positive  bal- 
ances during  the  first  six  months  of  the  year. 


1.   Make  specific  recommendations  to  the  John- 
sons on  how  they  could  make  reductions  in 
their  budget  estimates.  Do  not  offer  sugges- 
tions that  would  alter  their  new  lifestyle 
drastically,  as  the  couple  would  reject  these 
ideas. 


Exploring  the  World  Wide 
Web  of  Personal  Finance 

To  complete  these  exercises,  go 
to  the  Gartnan/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  for  Healthy  Cash.  There 
you  find  a  series  of  short  questionnaires 
designed  to  identify  your  spending  style. 
What  does  that  information  tell  you  about 
potential  problems  you  might  have  achiev- 
ing your  financial  goals  and  what  you  might 
want  to  discuss  with  loved  ones? 

2.  Visit  the  Web  site  for  the  U.S.  Bureau  of 
Labor  Statistics,  where  you  will  find  informa- 
tion on  expenditure  patterns  for  a  typical 
family.  Compare  this  information  with  both 
the  absolute  dollar  amounts  you  spend  and 
the  percentages  spent  in  each  category. 

3.  Visit  the  Quicken  Web  site,  where  you  will 
find  an  article  on  budgeting  for  a  baby.  How 
does  the  information  compare  with  what 
you  have  done  or  seen  other  young  families 
do  as  they  prepare  for  a  new  arrival? 

4.  Visit  the  Web  site  for  this  book,  where  you 
will  find  a  budget  spreadsheet  set  up  for  your 
use.  Create  a  budget  for  yourself  for  the  next 
month.  Track  your  income  and  spending  for 
the  month  to  see  how  well  you  are  able  to 
keep  within  the  budgeted  amounts. 

5.  Visit  the  Quicken  Web  site,  where  you  will 
find  an  article  addressing  the  question  of 
whether  two  incomes  are  better  than  one  for 
couples.  What  three  issues  are  raised  in  the 
article  that  support  the  notion  that  the  two 
incomes  are  not  alwavs  better? 


Managing  Your  Cash 


5 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


IM    Explain  the  importance 
of  effective  cash  manage- 
ment and  list  the  four  tools 
of  cash  management. 


J    Compare  and  contrast 
the  primary  providers  of 
cash  management  opportu- 
nities in  today's  financial 
services  industry. 


J     Understand  the  uses  of 
electronic  funds  transfer 
and  the  legal  protections 
available  for  it. 


U    Understand  the  criteria 
for  choosing  and  using  vari- 
ous types  of  checking 
accounts  and  the  impor- 
tance of  having  an  interest- 
earning  checking  account. 


J    Identify  the  potential 
benefits  of  opening  a  sav- 
ings account  as  well  as  key 
factors  to  consider  when 
comparing  savings  accounts. 


«J  Explain  the  importance 
of  placing  excess  funds  in  a 
money  market  account. 


<M    List  the  potential  bene- 
fits of  putting  money  into 
low-risk,  longer-term  savings 
instruments. 


The  typical  American  household  has  one  or  more  interest-earning  checking 
and  savings  accounts  and  typically  pays  about  $200  a  year  for  these  services. 
Accordingly,  this  chapter  begins  with  a  discussion  of  how  you  can  manage 
these  accounts  so  as  to  minimize  their  costs  and  maximize  your  interest  earn- 
ings. Next,  we  provide  an  overview  of  the  providers  of  today's  financial  services 
so  you  can  better  understand  where  to  conduct  your  checking,  saving,  borrow- 
ing, insuring,  investing,  and  other  personal  finance  activities.  Today's  financial 
services  industry  increasingly  relies  upon  electronic  funds  transfer,  a  process 
you  can  use  to  your  advantage.  The  remainder  of  the  chapter  focuses  on  the 
four  tools  of  cash  management:  (1)  interest-earning  checking  accounts,  (2)  sav- 
ings accounts,  (3)  money  market  accounts,  and  (4)  various  low-risk,  longer-term 
savings  instruments. 
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What  Is  Cash  Management? 


\M    Explain  the  importance 
of  effective  cash  manage- 
ment and  list  the  four  tools 
of  cash  management. 


As  your  income  increases,  you  will  have  ever  more  cash  to  manage.  This  fact 
requires  that  you  develop  a  strategy  about  how  much  cash  to  keep  on  hand,  in 
what  forms,  and  in  which  financial  institutions. 

Cash  management  is  the  task  of  maximizing  interest  earnings  and  mini- 
mizing fees  on  all  of  your  funds  kept  readily  available  for  living  expenses,  recur- 
ring household  expenses,  emergencies,  and  saving  and  investment  opportuni- 
ties. Cash  management  involves  the  effective  management  of  all  your  monetary 
assets,  such  as  cash  on  hand,  savings  accounts,  checking  accounts,  money  mar- 
ket accounts,  other  short-term  investment  vehicles,  and  various  longer-term  sav- 
ings instruments.  The  accounts  into  which  such  funds  are  placed  are  called  cash 
equivalents  because  they  maintain  a  constant  or  nearly  constant  value  and 
because  they  have  liquidity.  Good  cash  management  allows  you  to  earn  interest 
on  your  money  while  still  providing  reasonable  liquidity  and  safety.  Liquidity 
refers  to  the  speed  and  ease  with  which  an  asset  can  be  converted  to  cash;  safety 
is  freedom  from  financial  risk.  Wise  financial  managers  place  excess  funds  not 
needed  for  everyday  living  expenses  into  other  types  of  accounts  that  pay  higher 
rates  of  interest. 

The  four  tools  of  cash  management  are  illustrated  in  Figure  5.1.  First,  you 
need  to  have  a  low-cost  interest-earning  checking  account  from  which  to  pay 
monthly  living  expenses.  Second,  you  might  want  to  maintain  a  small  savings 
account  in  a  local  financial  institution  that  earns  interest  and  represents  an  eas- 
ily accessible  source  of  emergency  cash.  Third,  when  income  begins  to  exceed 
expenses  regularly,  you  can  consider  opening  a  money  market  account.  Such 
an  account  allows  you  to  earn  the  highest  interest  rates  on  excess  funds  while 
considering  other  savings  and  investment  options.  Fourth,  your  cash  manage- 
ment plan  is  complete  when  you  transfer  some  funds  into  low-risk,  longer-term 
savings  instruments  (such  as  certificates  of  deposit  and  government  savings 
bonds)  because  you  want  to  earn  even  higher  returns  and  still  maintain  safety. 
With  this  option,  you  commit  the  amounts  for  longer  time  periods  (sacrificing 
some  liquidity  for  higher  interest).  This  procedure  allows  you  to  build  up  greater 
amounts  to  be  used  for  later  spending,  saving,  or  investing. 


Figure  5.1 


Four  Tools  of  Cash  Management  (with  Illustrative  Interest  Rates  Earned  on  Funds) 
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■I    Compare  and  contrast 
the  primary  providers  of 
cash  management  opportu- 
nities in  today's  financial 
services  industry. 


Today's  Providers  of  Financial  Servi< 

Today's  financial  services  industry  includes  institutions  and  individuals  offer- 
ing one  or  more  of  the  following  services  to  individuals  and  families:  checking, 
savings,  traveler's  checks,  credit,  insurance,  stocks  and  bonds,  real  estate,  credit 
and  budget  counseling,  financial  planning,  and  legal  advice  on  financial  mat- 
ters. The  financial  services  industry  holds  at  least  one  promise  for  Americans — 
an  increasingly  complex  financial  marketplace.  This  complexity  will  occur 
because  new  players  are  entering  the  industry,  an  expanding  redefinition  of 
banking,  wider  use  of  computer  networks,  the  availability  of  new  products  and 
services,  greater  competition,  and  deregulation. 

Today's  providers  of  financial  services  include  depository  institutions,  money 
market  mutual  funds,  stock  brokerage  firms,  financial  services  companies,  and 
others.  Table  5.1  matches  these  providers  with  the  financial  products  and  ser- 
vices that  they  sell.  We  will  discuss  these  providers  in  this  and  following  chap- 
ters. At  appropriate  points,  we  offer  suggestions  about  who  might  best  use  vari- 
ous providers  of  financial  services. 


Banks  and  Depository  Institutions 

Depository  institutions  are  those  recognized  and  regulated  by  the  federal  gov- 
ernment to  offer  loans  and  banking  services  to  businesses  and  individuals,  such 
as  commercial  banks,  savings  and  loan  associations,  mutual  savings  banks,  and 
credit  unions.  Although  each  is  a  distinct  type  of  institution,  and  their  charac- 
teristics will  be  detailed  in  the  following  paragraphs,  people  often  label  them  all 
as  banks. 

Commercial  Banks  Commercial  banks  are  corporations  chartered  under  fed- 
eral and  state  regulations.  They  offer  numerous  consumer  services,  such  as 
checking,  savings,  loans,  safe-deposit  boxes,  investment  services,  financial  coun- 
seling, and  automatic  payment  of  bills.  Accounts  in  a  federally  chartered  bank 
are  insured  against  loss  by  the  Bank  Insurance  Fund  (BIF)  of  the  Federal 
Deposit  Insurance  Corporation  (FDIC),  which  is  an  agency  of  the  federal  gov- 
ernment. Accounts  in  state-chartered  banks  are  usually  insured  by  the  FDIC's  BIF 
program  or  a  private  insurance  program. 


Table  5.1 


Today's  Providers  of  Cash  Management  Services 


Providers 


Depository  institutions  (banks, 
savings  and  loan  associations,  mutual 
savings  banks,  and  credit  unions) 

Mutual  funds 

Stock  brokerage  firms 

Financial  services  companies 


What  They  Sell 

Checking,  savings,  lending,  credit  cards,  investments,  and  trust  advice 


Money  market  mutual  funds,  tax-exempt  funds,  bond  funds,  and  stock  funds 

Stocks,  bonds,  mutual  funds,  real  estate  investment  trusts,  and  tax  shelters 

Checking,  savings,  lending,  credit  cards,  real  estate,  investments,  insurance,  tax 
shelters,  accounting  and  legal  advice,  and  financial  planning 


128  PART  2     Money  Management 


Savings  and  Loan  Associations  Savings  and  loan  associations  (S&Ls)  focus 
primarily  on  accepting  savings  and  providing  mortgage  and  consumer  loans. 
S&Ls  provide  checking  services  through  interest-earning  NOW  accounts  (dis- 
cussed later  in  this  chapter).  S&Ls  generally  pay  depositors  an  interest  rate  about 
0.25  percent  higher  than  commercial  banks.  The  FDIC  insures  accounts  in  all 
federally  chartered  S&Ls  and  some  state-chartered  S&Ls;  the  insurance  is  pro- 
vided through  the  FDIC's  Savings  Association  Insurance  Fund  (SAIF). 

Mutual  Savings  Banks  A  mutual  savings  bank  (MSB)  is  similar  to  an  S&L 
because  MSBs  accept  deposits  to  make  housing  and  consumer  loans.  These  banks 
are  legally  permitted  in  only  17  states,  primarily  those  in  the  eastern  United 
States.  They  are  called  "mutual"  because  the  depositors  own  the  institution  and 
share  in  the  earnings.  Generally,  MSBs  have  FDIC's  BIF  coverage.  Like  S&Ls,  they 
offer  interest-earning  NOW  accounts  to  checking  customers. 

Credit  Unions  A  credit  union  (CU)  is  a  not-for-profit  cooperative  venture  that 
pools  the  deposits  of  member-owners  which  are  then  used  to  invest  or  lend  to 
member-owners.  Members  have  some  common  bond,  such  as  the  same 
employer,  church,  union,  or  fraternal  association.  Persons  in  the  immediate  fam- 
ily of  a  member  are  also  eligible  to  join.  Credit  unions  with  federal  charters  have 
their  accounts  insured  through  the  National  Credit  Union  Share  Insurance 
Fund  (NCUSIF),  administered  by  the  National  Credit  Union  Administration 
(NCUA),  which  provides  the  same  safety  as  deposits  insured  by  the  FDIC.  State- 
chartered  credit  unions  are  often  insured  by  NCUSIF,  and  most  others  participate 
in  private  insurance  programs. 

Credit  unions  accept  deposits  and  make  loans  for  consumer  products;  the 
larger  institutions  make  home  loans.  They  typically  use  payroll  deductions  for 
deposits  and  loan  repayments,  and  they  often  offer  free  insurance  to  pay  off  a 
loan  in  the  event  of  death  or  disability.  In  addition,  many  offer  free  financial 
counseling.  Credit  unions  usually  pay  higher  interest  rates  and  charge  lower  fees 
than  commercial  banks,  S&Ls,  or  MSBs. 

Mutual  Funds 

A  mutual  fund  is  an  investment  company  that  raises  money  by  selling  shares  to 
the  public  and  then  invests  that  money  in  a  diversified  portfolio  of  investments. 
Many  mutual  fund  companies  have  created  mutual  fund  accounts  that  can  be 
used  for  cash  management  purposes.  Money  deposited  in  mutual  funds  is  not 
insured  by  the  federal  government.  Some  mutual  fund  companies,  however, 
purchase  private  insurance  to  cover  potential  losses.  Cash  management  accounts 
in  mutual  funds  provide  a  convenient  and  safe  place  to  keep  money  while  await- 
ing alternative  investment  opportunities. 


Stock  Brokerage  Firms 

A  stock  brokerage  firm  is  a  licensed  financial  institution  that  specializes  in  sell- 
ing and  buying  stocks,  bonds,  and  other  investment  alternatives.  Such  firms  pro- 
vide advice  and  assistance  to  investors  and  earn  a  commission  based  on  the  buy 
and  sell  orders  executed  by  the  company.  Stock  brokerage  firms  typically  offer  a 
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Keep  Your  Money  Safe 


Occasionally,  a  depository  institution  will  fail, 
thereby  putting  at  risk  the  deposits  of  its  customers. 
As  indicated  in  the  text,  two  federal  insurance 
funds  protect  depositors  from  losing  their  money  in 
such  circumstances.  This  protection  has  limits, 
however,  so  that  you  will  have  no  more  than 
$100,000  (combined  deposits  and  interest)  of  pro- 
tection for  various  classes  of  accounts  at  any  one 
institution  organized  as  follows: 

1.  $100,000  total  on  all  of  your  single-ownership 
accounts  (held  in  your  name  only).  For  example, 
if  you  had  one  checking  account  and  two  sav- 
ings accounts  with  the  same  institution,  your 
protection  for  the  combined  balances  would  be 
$100,000. 


2.  $100,000  total  on  all  of  your  joint  accounts  held 
with  other  individuals.  For  example,  a  husband 
and  wife  might  have  joint  accounts  and  other 
joint  accounts  with  other  combinations  of  indi- 
viduals. The  husband  and  wife  would  have  a 
maximum  of  $100,000  each  in  protection  across 
all  of  their  joint  accounts. 

Thus  the  total  protection  that  an  individual  might 
have  with  any  one  instutution  (including  all  its 
branches)  is  $200,000,  with  protection  of  no  more 
than  $100,000  each  on  single-ownership  and  joint 
accounts.  Additional  protection  is  available  for 
retirement  accounts,  however. 


money  market  mutual  fund  account  (operated  by  a  mutual  fund)  into  which 
clients  may  place  money  while  waiting  to  make  investments.  Thus  they  provide 
cash  management  services  as  well. 

Financial  Services  Companies 

A  financial  services  company  is  a  national  or  regional  corporation  that  offers  a 
large  number  of  financial  services  to  consumers,  including  the  traditional  check- 
ing and  savings  accounts,  lending  and  credit  cards,  accounts  in  money  market 
mutual  funds,  and  advice  on  investments,  insurance,  real  estate,  and  general 
financial  planning.  These  companies  are  also  called  quasi-banks  or  nonbank 
banks  because  they  provide  limited  traditional  banking  services — either  accept- 
ing deposits  or  making  commercial  loans,  but  not  both.  Large  corporations  oper- 
ating in  this  area  include  Prudential  Securities  and  Fidelity  Investments.  Money 
held  in  a  money  market  mutual  fund  or  another  account  at  a  financial  services 
company  is  not  insured  against  loss  by  the  FDIC,  although  such  companies  gen- 
erally purchase  private  insurance. 


J     Understand  the  uses  of 
electronic  funds  transfer 
and  the  legal  protections 
available  for  it. 


Electronic  Funds  Transfer 

The  most  noteworthy  feature  of  today's  financial  services  industry  is  the  blos- 
soming of  electronically  assisted  transactions  available  to  consumers.  These  elec- 
tronic funds  transfers  (EFTs)  use  a  variety  of  systems  and  technologies  to  trans- 
fer funds  electronically  (rather  than  by  check  or  cash)  among  various  bank 
accounts.  They  move  money  between  accounts  in  a  fast,  paperless  way. 
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Many  people  use  EFT  systems  to  eliminate  the  inconvenience  of  writing 
checks  and  carrying  large  amounts  of  cash.  The  following  discussions  profile  the 
most  widely  recognized  forms  of  EFT:  debit  cards,  automated  teller  machines 
(ATMs),  point-of-sale  transactions,  smart  cards,  preauthorized  payments  and 
deposits,  electronic  benefits  transfer,  and  on-line  home  banking  services.  Also 
discussed  are  the  key  government  regulations  that  protect  consumers  who  use 
electronic  funds  transfers. 


Debit  Cards 

A  debit  (or  ATM  or  EFT)  card  is  a  plastic  card  that  provides  access  to  the  EFT  sys- 
tem via  the  ATM  or  EFT  point-of-sale  system  (see  below).  It  is  issued  by  the  finan- 
cial institution  where  the  user  maintains  a  checking  account.  A  debit  card  differs 
from  a  credit  card  in  that  use  of  the  debit  card  is  not  borrowing  money  but 
instead  provides  access  to  one's  own  money.  A  user  initiates  transactions  by 
inserting  the  card  into  the  ATM  and  entering  his  or  her  personal  identification 
number  (PIN),  which  identifies  that  the  user  is,  in  fact,  authorized  to  access  the 
account.  Debit  cards  and  PIN  numbers  basically  "unlock"  your  account.  You 
should  always  memorize  your  PIN  numbers  rather  than  writing  them  down  in 
your  checkbook  or  wallet. 

Debit  cards  come  in  two  forms.  An  on-line  debit  card  requires  the  use  of  a 
PIN  number.  A  common  example  is  a  cash  withdrawal  from  an  account  using  an 
automatic  teller  machine.  An  off-line  debit  card  does  not  require  a  PIN  num- 
ber; instead,  the  user  signs  a  receipt  for  the  transaction.  For  example,  you  could 
use  an  off-line  debit  card  to  purchase  a  meal  at  a  restaurant.  Funds  to  cover  the 
purchase  would  be  deducted  from  the  account  (usually  checking)  accessed  by  the 
card.  Sometimes  a  bank  credit  card  doubles  as  a  debit  card.  Users  need  to  be  clear 
whether  they  are  using  their  card  as  a  credit  card  or  a  debit  card  and  which  type 
of  debit  card  arrangement  applies  (on-line  or  off-line).  This  distinction  is  impor- 
tant because  the  protections  for  fraudulent  usage  differ  for  the  various  types  of 
cards  (discussed  below).  Off-line  debit  cards  are  particularly  risky,  because  a 
crook  needs  only  your  account  number  to  access  your  account. 


ATMs 

An  automated  teller  machine  (ATM)  is  an  electronic  computer  terminal  located 
on  the  premises  of  a  financial  institution  or  elsewhere  through  which  customers 
may  make  deposits  or  withdrawals,  or  carry  out  other  financial  transactions  just 
as  they  would  through  a  human  bank  teller.  Now  often  called  cash  machines, 
ATMs  are  activated  by  using  a  debit  card  and  PIN.  Some  ATM  security  systems 
"read"  your  face,  fingerprint,  or  the  iris  of  your  eye  to  confirm  identity. 

Fees  are  usually  assessed  for  ATM  use.  Some  financial  institutions  charge  cus- 
tomers $4  per  month  for  up  to  10  ATM  transactions.  Other  institutions  assess  a 
transaction  fee,  often  $0.50  to  $1.50,  for  each  use  of  ATMs  and  point-of-sale  ter- 
minals; higher  fees  (often  $2)  may  apply  to  transactions  carried  out  through  ter- 
minals not  in  your  bank's  network.  Fees  may  total  as  much  as  $8  in  out-of-the- 
way  locations.  The  average  ATM  wothdrawal  is  $60  with  the  most  common 
withdrawal  being  just  $20.  A  $2.00  fee  is  10  percent  of  that  amount  and  repre- 
sents to  three  times  the  annual  interest  that  would  be  earned  on  that  amount. 
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Most  ATM  networks  provide  a  toll-free  telephone  number  to  tell  you  where  the 
closest  network  terminals  are  located.  Responsibility  for  customer  service  rests 
with  the  institution  that  issued  the  card,  not  necessarily  the  one  that  provides 
the  terminal. 

Point-of-Sale  Terminals 

A  point-of-sale  (POS)  terminal  is  an  electronic  computer  terminal  located  at  a 
store  or  other  merchant  location  that  allows  the  customer  to  use  a  debit  card  to 
make  purchases.  The  transaction  is  transmitted  over  the  electronic  funds  trans- 
fer point-of-sale  system  (EFTPOS),  and  funds  are  taken  from  the  user's  account 
and  deposited  in  the  merchant's  account.  Some  POS  terminals  are  off-line,  where 
the  customer  receives  a  receipt  and  the  issuing  bank  withdraws  funds  from  the 
customer's  account  within  three  or  four  days.  Thus,  this  "delayed  debit  card  sys- 
tem" operates  much  like  a  check  system.  In  contrast,  an  on-line  POS  terminal 
instantly  debits  the  customer's  account — creating  an  "instant  check."  Examples 
of  on-line  ATM  systems  are  Cirrus,  Most,  and  Star. 

Smart  Cards  and  Stored-Value  Cards 

Approximately  80  percent  of  all  consumer  transactions  in  the  United  States  are 
conducted  with  cash,  with  most  involving  amounts  less  than  $20.  In  an  attempt 
to  appeal  to  that  large  market,  many  financial  institutions  and  other  organiza- 
tions now  issue  smart  cards  and  stored-value  cards.  These  plastic  payment 
devices  use  a  built-in  computer  chip  to  store  data  and  handle  payment  func- 
tions. The  cards  can  be  electronically  "loaded"  with  a  certain  amount  of  money; 
this  amount  decreases  every  time  the  card  is  used  to  make  a  purchase.  With  a 
smart  card,  dollar  amounts  can  be  added  to  replenish  the  card.  With  a  stored- 
value  card,  the  user  simply  obtains  a  new  card  when  funds  run  out.  Such  cards 
have  uses  ranging  from  buying  gasoline  to  making  long-distances  telephone 
calls.  Many  of  these  cards  can  be  used  only  with  a  PIN  number,  which  confirms 
the  user's  identity.  Some  combination  cards  can  also  be  used  as  credit  and  debit 
cards. 

Students  often  become  familiar  with  these  cards  at  college,  where  they  are 
employed  for  campus  identification,  dormitory  security,  bookstore  and  copying 
machines,  library  cards,  student  meal  programs,  and  even  sporting  and  special 
events  admissions.  Remember  that  these  cards  are  basically  "cash" — as  a  result, 
they  may  be  used  by  anyone  who  finds  or  steals  them. 

Preauthorized  Deposits  and  Payments 

You  (or  anyone  else  you  authorize)  can  make  regular  electronic  "direct  deposits" 
of  paychecks,  stock  dividends,  or  Social  Security  benefits  to  your  account.  You 
also  can  authorize  your  financial  institution  to  pay  recurring  bills  in  both  regu- 
lar amounts  (such  as  mortgages  or  automobile  loans)  and  irregular  amounts 
(such  as  electric  or  telephone  bills).  Federal  law  permits  you  to  stop  a  preau- 
thorized payment  by  calling  or  writing  the  financial  institution,  provided  that 
your  new  order  is  received  at  least  three  days  before  the  payment  date.  Written 
confirmation  of  a  telephone  notice  to  stop  payment  may  be  required  by  the 
institution. 
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Electronic  Benefits  Transfer 

Electronic  benefits  transfer  (EBT)  directs  cash  benefits  to  recipients  using  smart 
cards  as  the  delivery  mode.  Recipients  may  include  individuals  lacking  bank 
accounts  and  those  who  do  not  receive  their  benefits  by  direct  deposit.  An  orga- 
nization "puts"  a  certain  amount  of  money  or  credit  on  the  plastic  card,  which 
is  then  used  by  the  recipient  to  make  purchases  at  point-of-sale  terminals  or  to 
obtain  cash  from  ATMs.  An  example  of  an  EBT  includes  the  U.S.  federal  govern- 
ment's program  to  deliver  benefits  electronically  through  such  programs  as  the 
Social  Security  Administration  and  Medicare.  These  efforts  represent  steps 
toward  a  one-card  system,  enabling  an  EBT  recipient  to  access  all  of  the  bene- 
fits that  he  or  she  receives  through  a  single  card. 


EFT  Regulations 

Both  federal  and  state  regulations  have  been  adopted  to  provide  protection  for 
EFT  users.  The  1978  Electronic  Funds  Transfer  Act  is  the  governing  statute,  while 
the  Federal  Reserve  Board's  Regulation  E  provides  specific  guidelines  on  EFT-card 
liability.  According  to  these  regulations,  a  valid  card  can  be  sent  only  to  a  con- 
sumer who  has  requested  it.  Unsolicited  cards  can  be  issued  only  if  the  card  can- 


KNOWN 


You  Can  Do  Your  Banking  from  Home 


Home  banking  services  allow  an  increasing  number 
of  people  to  conduct  their  banking  by  using  a  home 
computer  or  a  touch-tone  telephone. 

Bank-Based  Programs 

Bank-based  programs  usually  offer  the  greatest 
number  of  services.  Typically,  customers  can  sum- 
mon an  electronic  checkbook  to  their  computer 
monitor,  double-check  calculations  and  earlier  pay- 
ments, transfer  cash  between  accounts,  buy  and 
sell  stocks,  transfer  money  into  mutual  funds, 
and  communicate  with  a  customer  service 
representative. 

Bill-Paying  Programs 

Using  a  telephone,  you  can  access  Payline  [(800) 
572-9546;  requires  only  a  touch-tone  phone]  or 
CheckFree  [(800)  882-5280]  to  pay  your  bills, 
including  fixed  and  variable  expenses.  These 
national  electronic  bill-paying  services  are  available 


to  customers  of  any  bank.  From  5  to  8  percent  of 
checkwriters  use  such  services. 

Computer-Based  Programs 

It  may  be  less  expensive  to  pay  your  bills  electroni- 
cally via  computer.  The  four  leading  money  man- 
agement software  programs — Quicken,  Managing 
Your  Money,  Microsoft  Money,  and  Kiplinger's  Simply 
Money— all  provide  mechanisms  for  electronic  bill 
paying.  For  increased  security,  on-line  passwords  for 
these  services  are  longer  than  usual. 

Financial  Services  Online  (or  Cyberbanking  Online) 
Internet  banking  offers  above  market  interest  rates 
on  deposits,  transfers  among  accounts,  and  access 
to  automated  teller  machines  for  cash.  Banks  that 
offer  pure  Internet  banking  include  Net.Bank  Inc. 
of  Atlanta  {www.netbank.com),  Telebank  of  Arling- 
ton (www.telebank.com),  and  Security  First  Network 
Bank  of  Atlanta  {www.spib.com). 


CHAPTER   5    Managing  Your  Cash 


133 


not  be  used  until  validated  and  the  user  is  informed  of  his  or  her  liability  for 
unauthorized  use  as  well  as  other  terms  and  conditions.  When  you  sign  up  for 
EFT  services,  your  depository  institution  must  inform  you  of  your  rights  and 
responsibilities  in  a  written  disclosure  statement. 

Users  must  get  written  receipts  when  withdrawing  money  or  making 
deposits  with  an  ATM  or  using  a  point-of-sale  terminal  to  pay  for  a  purchase. 
These  receipts  show  the  amount  of  the  transfer,  the  date  it  took  place,  and  other 
information.  General  protection  of  a  customer's  account  exists  in  the  form  of  a 
periodic  statement  sent  by  the  financial  institution  that  shows  all  electronic 


HOW 


to... 


Send  Cash  in  a  Hurry 


Consider  this  scenario:  A  friend  is  traveling  in 
another  state  and  has  experienced  an  emergency. 
You  must  send  cash  to  your  friend  quickly.  What 
would  you  do?  First,  find  out  the  amount  needed, 
when  it  must  be  there,  and  a  telephone  number 
where  you  can  reach  the  friend.  This  information 
may  be  necessary  to  call  the  person  back  so  he  or 
she  will  know  where  to  pick  the  money  up  and 
what  identification  will  be  required.  That  person 
may  need  to  present  a  photo  ID  to  claim  the  funds, 
although  some  other  option  can  usually  be  worked 
out  when  necessary.  Sending  money  overseas  is 
more  complicated,  but  it  can  be  done  as  well.  There 
are  six  methods  of  sending  cash. 

Western  Union   Call  Western  Union  at  (800)  225- 
5227  to  use  its  Money  Transfer  Service,  which 
operates  24  hours  per  day  using  16,000  agents  in 
the  United  States  and  abroad.  The  company 
promises  to  deliver  cash  within  15  minutes  of  the 
request  to  the  recipient,  typically  at  a  Western 
Union  office,  supermarket,  convenience  store,  or 
drugstore.  Amounts  up  to  $2000  can  be  handled  by 
telephone,  using  payment  by  cash  advance  from  a 
Visa  or  a  MasterCard;  higher  amounts  require 
bringing  cash  or  a  cashier's  check  to  a  Western 
Union  office. 

MoneyGram   Call  MoneyGram  at  (800)  926-9400  to 
send  money  to  more  than  19,000  locations  in  82 
countries.  MoneyGram,  however,  does  not  accept 
credit-card  orders  by  telephone.  Its  prices  are 
usually  slightly  below  those  of  Western  Union. 


American  Express   American  Express  may  be 
telephoned  at  (800)  926-9400  to  send  cash  within 
ten  minutes  to  9000  locations,  including  American 
Express  offices,  airports,  and  bus  stations.  Cash 
advances  on  Visa,  MasterCard,  and  American 
Express  Optima  cards  are  accepted,  although  such 
transactions  are  not  permitted  on  the  American 
Express  green  card. 

U.S.  Postal  Service   The  U.S.  Postal  Service  can  send  a 
postal  money  order  by  means  of  Express  Mail,  with 
overnight  delivery  by  noon  the  next  day 
guaranteed  seven  days  a  week.  You  must  pay  by 
cash. 

Wire  Transfers   Any  bank  or  savings  and  loan 
association  in  the  United  States  can  wire  money  to 
a  designated  bank  anywhere  in  the  world,  although 
the  transaction  can  be  completed  only  during 
banking  hours,  with  cash  typically  being  received 
the  day  after  the  request  is  made.  Cash  advances  on 
Visa  and  MasterCard  are  accepted.  Wire  transfers 
are  almost  always  less  expensive  than  the  other 
methods  described  above. 

ATM  Network   Funds  can  be  instantly  deposited  into 
a  checking  or  savings  account  that  is  part  of  an 
ATM  network.  A  friend  can  immediately  send  funds 
via  an  ATM  machine  at  any  location  on  the 
network.  You  then  can  withdraw  the  funds  up  to 
the  limit  applied  daily  by  your  bank. 
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transfers  to  and  from  the  account,  fees  charged,  and  opening  and  closing  bal- 
ances. A  user  of  EFT  services  should  regularly  reconcile  the  information  on  this 
periodic  statement  with  the  written  receipts. 

If  you  find  an  error  in  your  periodic  statement,  notify  the  issuing  organiza- 
tion in  writing  as  soon  as  possible.  Use  the  notification  procedures  found  in  the 
disclosure  statement  accompanying  your  monthly  statement.  If  the  institution 
needs  more  than  ten  business  days  to  investigate  and  correct  a  problem,  gener- 
ally it  must  return  the  amount  in  question  to  your  account  while  it  conducts  the 
investigation  (within  a  required  45  days).  If  an  error  occurred,  the  institution 
must  correct  it  promptly  by  making  the  correction  final.  If  no  error  occurred,  the 
institution  must  explain  its  decision  in  writing  and  let  you  know  that  it  has 
deducted  any  amount  temporarily  credited  during  the  investigation.  In  such  a 
case,  the  institution  must  honor  withdrawals  against  the  credited  amount  for 
five  days.  You  may  ask  for  copies  of  documents  on  which  the  institution  relied 
in  the  investigation  and  again  challenge  the  outcome  if  a  mistake  has  been 
made. 

The  sooner  you  report  the  loss  of  a  card,  the  more  likely  you  will  be  to  limit 
your  liability  if  someone  uses  the  card  without  your  permission.  Cardholders  are 
liable  for  only  the  first  $50  of  unauthorized  use  if  they  notify  the  issuing  com- 
pany within  two  business  days  after  the  loss  or  theft  of  their  card  or  PIN.  After 
two  days,  cardholder  liability  for  unauthorized  use  rises  to  $500.  Some  issuers 
have  voluntarily  lowered  this  maximum  to  $50.  You  risk  unlimited  loss  for  use  if, 
within  60  days  after  the  institution  mails  your  financial  statement  to  you,  you 
do  not  report  an  unauthorized  transfer  or  withdrawal.  Thus,  you  could  lose  all 
of  the  money  in  your  account  plus  any  lines  of  credit  attached  to  that  account, 
such  as  an  automatic  overdraft  loan  agreement  (discussed  later  in  this  chapter). 
These  regulations  apply  to  debit  cards  and  to  other  cards  used  to  make  an  elec- 
tronic funds  transfer  (such  as  a  bank  credit  card).  All  states  have  specific  laws 
that  provide  additional  protection  for  consumers  in  EFT  transactions. 

Most  homeowner's  and  renter's  insurance  policies  (discussed  in  Chapter  10, 
"Risk  Management  and  Property/Liability  Insurance")  cover  the  liability  for  theft 
of  both  debit  and  credit  cards.  If  you  are  not  currently  protected,  such  insurance 
coverage  generally  can  be  added.  Many  companies  sell  similar  insurance  as  a  sep- 
arate policy  for  an  annual  premium  of  $30  to  $60.  In  addition,  some  firms  sell  a 
card  registration  service  that  will  notify  all  companies  where  you  have  debit 
and  credit  cards  in  the  event  of  loss.  For  $15  to  $50  per  year,  you  need  to  make 
only  one  telephone  call  to  report  all  card  losses.  Of  course,  you  can  also  notify 
debit  and  credit  card  companies  yourself  at  no  cost. 


D 


Understand  the  criteria 
for  choosing  and  using  vari- 
ous types  of  checking 
accounts  and  the  impor- 
tance of  having  an  interest- 
earning  checking  account. 


Cash  Management  Tool  1: 
Interest-Earning  Checking  Accounts 


Expenditures  above  and  beyond  your  need  for  pocket  money  can  be  met  by 
using  an  interest-earning  checking  account.  A  checking  account  at  a  depository 
institution  allows  checks  to  be  written  against  amounts  on  deposit.  Also  known 
as  a  transaction  account,  it  lets  you  transfer  deposited  funds  to  merchants  and 
service  providers  as  well  as  to  accounts  at  other  financial  institutions.  Three 
quarters  of  American  adults  pay  bills  and  make  purchases  using  a  checking 
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account.  People  access  their  checking  accounts  by  writing  checks,  using  an  ATM, 
making  electronic  transfers  (such  as  point-of-sale  transactions  and  direct 
deposits),  sending  items  by  mail,  giving  instructions  on  the  telephone,  or  talk- 
ing with  a  teller  inside  a  financial  institution.  This  section  examines  the  types  of 
checking  accounts  available;  checking  account  charges,  fees,  and  penalties;  other 
kinds  of  checking  accounts;  and  types  of  accounts  and  ownership  rights. 

Types  of  Checking  Accounts 

A  checking  account  has  numerous  benefits.  It  eliminates  the  need  to  carry  a 
great  deal  of  cash,  and  it  is  more  convenient  and  less  expensive  to  pay  bills  by 
mailing  a  check  than  by  traveling  all  over  town  to  make  payments  in  person. 
Having  a  checking  account  also  helps  in  budgeting  because  a  written  record  of 
each  check  may  be  kept  in  an  accompanying  transaction  register.  In  addition, 
the  canceled  check  provides  proof  of  payment  and  a  tax  record.  Similarly,  using 
an  ATM  or  POS  terminal  provides  a  written  receipt  that  should  be  kept  with 
other  checking  documents. 

We  will  use  the  traditional  term  checking  from  this  point  forward  to  include 
demand  deposits,  negotiable  orders  of  withdrawal,  and  share  drafts.  The  terms 
banks,  banking,  and  depository  institutions  will  be  defined  to  include  commercial 
banks,  savings  and  loan  associations,  mutual  savings  banks,  and  credit  unions. 
The  person  who  opens  the  checking  account  and  writes  the  check  is  known  as 
the  drawer  or  payer.  The  financial  institution  at  which  the  account  is  held  is  the 
drawee,  and  the  person  or  firm  to  whom  the  check  is  written  is  the  payee. 
When  a  check  is  written,  it  becomes  a  negotiable  instrument,  which  is  an 
unconditional  written  promise  to  pay  a  specified  sum  of  money  as  of  a  specific 
date  to  a  specified  payee  or  bearer. 

Traditional  checking  accounts  at  commercial  banks  are  technically  known  as 
demand  deposits.  A  financial  institution  must  withdraw  funds  and  make  pay- 
ments whenever  demanded  by  the  checking  account  depositor.  Current  law  per- 
mits only  commercial  banks  to  offer  demand  deposits.  While  these  accounts  per- 
mit unlimited  checking,  they  also  pay  no  interest.  There  are  three  types  of 
non-interest-paying  checking  accounts. 

A  special  checking  account  requires  no 
minimum   balance   to   open,   does   not  earn 
Stop-Payment  Orders  interest,    requires   a  monthly   service   charge 

Have  Time  Limits  (perhaps  $3)  or  assesses  fees  for  each  check  or 

^^^^^^^^^^^^^^^^^1         transaction  (perhaps  $0.50),  and  carries  restric- 
tions on  the  maximum  number  of  transactions 
A  stop-payment  order  specifies  that  the  bank  not  allowed  each  month  without  additional  fees, 

honor  a  check  when  presented  for  payment.  To  This  type  of  account  is  meant  for  people  who 

accomplish  this,  you  can  telephone  your  bank  and  write  few  checks  and  keep  low  balances, 

stop  payment  on  the  check.  Many  people  are  A  reguiar  checking  account  does  not  pay 

unaware  that  if  the  verbal  stop-payment  order  is  interest    and    generally    does    not    assess    a 

not  followed  up  with  a  written  instruction  to  the  monthly  fee  as  long  as  a  minimum  balance  is 

bank,  the  person  or  merchant  to  whom  the  check  maintained,   such  as   $1200,   although  there 

was  written  can  cash  the  check  after  14  days.  Even  may  be  charges  for  deposits  and  transactions 

with  a  written  request,  the  check  can  be  cashed  made  through  an  ATM 

after  six  months  unless  the  order  has  been  renewed.  A  lifeline  banking  acCount  (also  called  a 

basic  banking  account)  offers  access  to  certain 
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minimal  financial  services  that  every  consumer  ought  to  have — regardless  of 
income — to  function  in  society.  These  services  include  cashing  of  government 
checks  without  charge  and  low-cost  checking  accounts  for  low-  and  moderate- 
income  consumers  in  the  bank's  neighborhoods.  An  applicant's  income  and  net 
worth  determine  acceptance  into  a  lifeline  program.  College  students  generally 
do  not  qualify  because  their  parents'  assets  and  income  are  often  considered  part 
of  the  resources  available  to  them.  The  cost  of  lifeline  banking  accounts  is 
extremely  low,  often  about  $3  per  month. 

All  depository  institutions  can  offer  some  form  of  an  interest-earning 
checking  account,  which  is  simply  a  checking  account  that  pays  interest  to  the 
depositor.  Commercial  banks,  S&Ls,  and  mutual  savings  banks  offer  a  nego- 
tiable order  of  withdrawal  (NOW)  account.  This  checking  account  earns  inter- 
est or  dividends  as  long  as  minimum-balance  requirements  are  satisfied.  A  NOW 
account  can  be  described  as  an  "interest-earning  checking  account."  When  the 
financial  institution  receives  the  negotiable  order  of  withdrawal  (or  "check"),  the 
funds  on  deposit  are  used  to  make  the  payment. 

A  share  draft  account  is  the  credit-union  version  of  a  NOW  account.  It  is 
given  its  name  because  members  of  the  credit  union  actually  own  the  organiza- 
tion and  their  deposits  are  called  shares.  Technically,  share  draft  accounts  earn 
dividends  instead  of  earning  interest;  for  tax  purposes,  however,  the  earnings  are 
"interest  income."  Costs  for  a  share  draft  account  are  often  lower  than  for  check- 
ing at  banks  and  savings  and  loan  associations. 

When  you  write  share  drafts,  you  simultaneously  make  a  carbonless  copy 
instead  of  having  canceled  checks  returned  to  you.  Some  banks  use  this  type  of 
check  truncation  as  well;  others  send  customers  image  statements  that  show 
miniature  computer  pictures  of  canceled  checks.  For  a  fee,  you  can  always  obtain 
a  legal  double-sided  photocopy  of  the  original  to  prove  payment,  if  necessary. 
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The  Proper  Way  to  Endorse  Checks 


Endorsement  is  the  process  of  writing  on  the  back 
of  a  check  to  legally  transfer  its  ownership,  usually 
in  return  for  the  cash  amount  indicated  on  the  face 
of  the  check.  When  you  sign,  or  endorse,  the  back 
of  a  check  written  to  you,  it  can  then  be  cashed, 
given  to  another  person,  or  deposited. 

A  check  with  a  blank  endorsement  contains 
only  the  payee's  signature  on  the  back.  Such  a 
check  immediately  becomes  a  bearer  instrument, 
meaning  that  anyone  who  attempts  to  cash  it  very 
likely  will  be  allowed  to  do  so,  even  if  the  check 
has  been  lost  or  stolen.  You  would  be  wise  to  avoid 
making  a  blank  endorsement  prior  to  depositing  or 
cashing  a  check. 


A  special  endorsement  can  be  used  to  limit 
who  can  cash  a  check  by  writing  the  phrase  "Pay  to 
the  order  of  [name]"  on  the  back  along  with  your 
signature.  A  special  endorsement  can  easily  be  put 
on  a  check  that  you  want  to  sign  over  to  another 
person.  Such  a  "two-party  check"  is  difficult  to  cash 
other  than  by  depositing  it  in  an  account  at  a 
financial  institution. 

A  restrictive  endorsement  uses  the  phrase  "For 
deposit  only"  written  on  the  back  along  with  the 
signature.  It  authorizes  the  financial  institution  to 
accept  the  check  only  as  a  deposit  to  an  account. 
Checks  deposited  by  mail  should  always  be 
endorsed  this  way. 
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Usually,  NOW  accounts  pay  about  the  same  interest  rate  as  savings  accounts. 
Sometimes  NOW  accounts  pay  higher  interest  rates  on  larger  balances  (such  as 
$1000),  but  the  amount  up  to  the  minimum  earns  only  the  base  interest  rate. 
The  combination  of  a  base  rate  and  a  higher  rate  is  called  a  tiered  interest  rate. 

Checking  Account  Charges,  Fees,  and  Penalties 

Depository  institutions  often  assess  checking  account  customers  a  number  of 
charges,  fees,  and  penalties.  For  example,  many  institutions  have  monthly  ser- 
vice fees,  per-check  charges,  a  transaction  charge  to  use  the  bank's  own  ATMs, 
and  a  still  higher  fee  to  use  other  ATMs  on  its  network. 

In  some  cases,  customers  may  have  to  pay  account  exception  fees.  These 
charges  and  penalties  are  assessed  for  what  the  financial  institution  considers 
unusual  transactions,  such  as  writing  a  check  for  insufficient  funds;  they  may 
also  include  fees  that  kick  in  if  a  customer  does  not  maintain  a  minimum  bal- 
ance in  an  account.  Because  of  account  exception  fees,  customers  pay  an  aver- 
age of  $15  to  $20  each  month  to  maintain  a  checking  account.  People  interested 
in  getting  their  money's  worth  in  banking  would  be  wise  to  avoid  as  many  as 
possible  of  the  charges  shown  in  Table  5.2  on  the  following  page. 

Check  users  must  consider  the  amount  of  interest  the  account  will  earn  and 
how  much  of  it  will  be  offset  by  any  occasional  imposition  of  fees.  A  NOW 
account  with  no  balance  requirement  is  preferable,  but  rare.  Decision  making 
becomes  more  difficult  when  the  institution  offers  a  NOW  account  in  combina- 
tion with  either  a  minimum-  or  average-balance  requirement.  With  a  minimum- 
balance  account,  the  customer  must  keep  a  certain  amount  (perhaps  $400  or 
$500)  in  the  account  throughout  the  time  period  (usually  a  month  or  a  quarter) 
to  avoid  a  flat  service  charge  or  fee  (usually  $5  to  $15).  A  charge  is  assessed  when- 
ever the  triggering  event  occurs — that  is,  when  the  balance  drops  below  the  spec- 
ified minimum.  With  an  average-balance  account,  a  service  fee  is  assessed  only 
if  the  average  daily  balance  of  funds  in  the  account  drops  below  a  certain  level 
(perhaps  $400  or  $500)  during  the  time  period  (usually  a  month  or  a  quarter). 
As  an  alternative,  customers  with  only  a  small  amount  of  funds  to  leave  on 
deposit  and  who  use  fewer  than  ten  checks  a  month  might  best  be  served  with 
a  non-interest-bearing  special  checking  account  that  has  no  balance  require- 
ments and  costs  $0.15  to  $0.50  per  check  or  deposit. 

Ownership  Rights 

The  process  of  opening  a  checking  (or  savings)  account  requires  that  you  fill  out 
forms  giving  the  financial  institution  certain  personal  information,  complete 
some  signature  cards,  and  make  your  first  deposit.  A  signature  card  is  a  form 
that  can  be  used  to  verify  the  saver's  signature  against  a  signed  withdrawal  slip 
or  check  in  the  future. 

You  may  need  to  decide  whether  to  open  an  individual  or  joint  account.  An 
individual  account  has  one  owner  who  is  solely  responsible  for  the  account  and 
its  activity.  A  joint  account  has  two  or  more  owners  each  of  whom  has  legal 
rights  to  funds  in  the  account.  The  forms  of  joint  ownership  discussed  in  this 
section  apply  to  all  types  of  property,  including  automobiles  and  homes,  as  well 
as  to  checking  and  savings  accounts.  There  are  three  types  of  joint  accounts: 
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Table  5.2 


Joint  tenancy  with  right  of  survivorship  (also  called  joint  tenancy)  is  the 
most  common  form  of  joint  ownership,  especially  for  husbands  and  wives. 
In  this  case,  each  person  owns  the  whole  of  the  asset  and  can  dispose  of  it 
without  the  approval  of  the  other(s).  When  an  owner  dies,  his  or  her  share  is 
divided  equally  among  the  other  owners.  With  accounts  at  financial  institu- 
tions, the  financial  institution  will  honor  checks  or  withdrawal  slips  possess- 


Costs  and  Penalties  on  Checking  and  Savings  Accounts 


Account  Exception 

Automated  teller  machine 
(ATM)  transactions 


Reasons  for  Assessing  Costs  or  Penalties 

A  customer's  account  is  assessed  a  fee  (often  $1.00)  for  each 
transaction  on  an  ATM;  an  additional  fee  may  be  charged  for 
using  an  ATM  not  owned  by  the  financial  institution. 


Assessed  on 
Checking  or  Savings 

Checking,  savings 


Telephone,  computer, 
or  teller  information 


Fees  are  assessed  for  access  or  requests  for  account 
information  by  telephone,  by  computer,  or  in  person  (often 
$0.50  per  transaction)  after  a  number  of  free  requests 
(perhaps  three)  have  been  made. 


Checking,  savings 


Maintenance  fees  on  a 
minimum-balance  account 


An  account  balance  falls  below  a  set  minimum  amount, 

such  as  $300.  A  set  fee  of  $5  to  $  1 5  per  month  is  often  charged. 


Checking 


Maintenance  fees  on 
an  average-balance 
account 


An  average  daily  account  balance  for  the  month  falls  below 
a  set  amount,  such  as  $300. The  cost  is  usually  based  on  a  set 
fee,  a  scaled  amount  (the  more  the  account  falls  below  the 
average,  the  greater  the  cost),  or  a  percentage  of  the  amount  the 
account  falls  below  the  average. 


Checking 


Tiered  balances 

Accounts  earn  varying  interest  rates  depending  on  the  amount 
on  deposit,  such  as  2.5  percent  on  the  first  $500, 3.0  percent  on 
amounts  above  $500  to  $1000,  and  3.5  percent  above  $1000. 

Checking,  savings 

Stop-payment  order 

A  customer  asks  the  financial  institution  to  not  honor  a 
particular  check;  the  fee  is  $10  to  $20  per  check. 

Checking 

Bad  check "bounced" 
for  insufficient  funds 

Costs  of  $  1 0  to  $30  are  assessed  for  each  check  written  or 
deposited  to  your  account  marked  "insufficient  funds." 

Checking 

Early  account  closing 

Charges  are  sometimes  assessed  if  a  customer  closes  an 
account  within  a  month  or  quarter  of  opening  it.  Charges 
range  from  $5  to  $10. 

Checking,  savings 

Delayed  use  of  funds 

Amounts  deposited  by  check  cannot  be  withdrawn  until 
rules  specify. 

Checking,  savings 

Inactive  accounts 

A  monthly  penalty  may  be  assessed  for  inactive  accounts 
(ones  with  no  activity  for  six  months  to  a  year). 

Checking,  savings 

Excessive  withdrawals 

Some  savings  institutions  assess  a  penalty  ($1  to  $3) 
when  withdrawals  exceed  a  certain  number  per  month. 

Savings 

Early  withdrawal 

Amounts  withdrawn  before  the  end  of  a  quarter  earn  no 
interest  for  that  quarter. 

Savings 

Deposit  penalty 

Deposits  made  during  the  present  quarter  earn  no  interest 
until  the  beginning  of  the  next  quarter. 

Savings 
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ing  either  signature.  An  advantage  of  a  joint  account  is  that  in  case  of  death, 
and  regardless  of  provisions  in  a  will,  the  property  automatically  transfers  by 
contract  to  the  surviving  account  holder,  who  continues  to  have  immediate 
access  to  the  funds.  A  disadvantage  is  that  one  person  can  withdraw  all  of  the 
money  in  the  joint  account  without  the  other's  knowledge. 

Tenancy  in  common  is  a  form  of  joint  ownership  in  which  two  or  more  par- 
ties own  the  asset,  but  each  owns  a  separate  piece  of  the  property  rights.  In 
most  states,  the  ownership  shares  are  presumed  to  be  equal  unless  otherwise 
specified.  When  one  owner  dies,  however,  his  or  her  share  in  the  asset  is  dis- 
tributed according  to  the  terms  of  a  will  (or,  if  no  will  exists,  according  to  state 
law)  instead  of  automatically  going  to  the  other  co-owners. 
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Checking  Instruments  for  Special  Needs 


There  are  four  other  types  of  special  checks:  (1) 
traveler's  checks,  (2)  money  orders,  (3)  certified 
checks,  and  (4)  cashier's  checks.  People  who  use 
these  checking  instruments  must  pay  a  fee  for  each 
use.  If  you  have  a  checking  account,  you  will  need 
these  checking  instruments  only  occasionally. 

Traveler's  Checks   Cashing  a  personal  check  in  a 
distant  city  is  usually  difficult.  Traveler's  checks 
are  issued  by  large  financial  institutions  (such  as 
American  Express,  Visa,  and  Carte  Blanche)  and 
sold  through  various  financial  institutions.  They 
are  accepted  almost  everywhere.  Purchasers 
typically  pay  a  fee  of  1  percent  of  the  amount  of 
the  traveler's  checks,  or  $1  per  $100.  Credit  unions 
frequently  waive  the  fee.  Traveler's  checks  come  in 
specific  denominations  ($10,  $20,  $50,  and  $100). 
After  purchase,  they  should  be  immediately  signed 
once  by  the  purchaser.  To  use  a  traveler's  check,  the 
purchaser  fills  in  the  name  of  the  payee,  dates  the 
check,  and  signs  it  for  a  second  time.  All  traveler's 
check  companies  guarantee  replacement  of  lost 
checks  if  their  serial  numbers  are  identified. 

Money  Orders   Many  financial  institutions  and  the 
U.S.  Postal  Service  sell  money  orders.  A  money 
order  is  a  checking  instrument  bought  for  a 
particular  amount.  Money  orders  are  written  for 
relatively  small  amounts,  and  the  fee  charged— 


usually  from  $0.85  to  $8.00— is  based  on  the 
amount  of  the  order.  If  you  use  three  or  more 
money  orders  per  month,  you  would  probably  find 
it  less  expensive  to  open  a  checking  account. 

Certified  Checks  Occasionally  a  merchant  will  accept 
your  check  only  with  a  guarantee  that  the  check  is 
good.  A  certified  check  is  a  personal  check  drawn 
on  your  account  on  which  your  financial 
institution  imprints  the  word  "certified,"  signifying 
that  the  account  has  sufficient  funds  to  cover  its 
payment.  The  financial  institution  simultaneously 
freezes  that  amount  in  the  account  and  then  waits 
for  the  check  to  come  back  through  the  banking 
system  before  actually  subtracting  the  funds. 
Checks  certified  by  an  officer  of  the  financial 
institution  generally  cost  $5  to  $10. 

Cashier's  Checks  To  be  even  more  certain  that  a 
check  is  good,  some  payees  insist  on  receiving 
payment  in  the  form  of  a  cashier's  check.  This 
check  is  made  out  to  a  specific  party  and  drawn  on 
the  account  of  the  financial  institution  itself;  thus, 
it  is  backed  by  the  drawee's  finances.  To  obtain 
such  a  check,  you  would  pay  the  financial 
institution  the  amount  of  the  cashier's  check  and 
have  an  officer  prepare  and  sign  it.  Generally,  a  fee 
of  $5  to  $10  is  charged. 
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3.  Tenancy  by  the  entirety,  which  exists  in  about  30  states,  is  restricted  to 
property  held  between  a  husband  and  a  wife.  Under  this  arrangement,  no 
one  co-owner  can  sell  or  dispose  of  his  or  her  portion  of  an  asset  without  the 
permission  of  the  other.  This  type  of  account  provides  the  tightest  control 
over  checking  or  savings  because  both  signatures  are  required  for  checks  or 
withdrawal  slips.  This  restriction  prevents  withdrawals  by  one  owner  with- 
out the  knowledge  of  the  other.  Upon  the  death  of  one  owner,  funds  in  this 
account  pass  automatically  to  the  surviving  joint  account  holder  outside  the 
terms  of  the  deceased's  will. 

Generally,  dual-earner  couples  should  own  some  properly  together  and  some 
separately.  If  you  own  a  business  and  default  on  a  loan,  your  creditors  usually 
cannot  attach  your  home  if  it  is  in  your  spouse's  name.  On  the  other  hand,  a 
nonworking  spouse  should  get  his  or  her  name  on  all  deeds  and  investments;  in 
the  event  of  divorce,  courts  typically  award  property  to  the  persons  who  legally 
own  it.  In  community  property  states — where  most  of  the  money  and  property 
acquired  during  a  marriage  are  legally  considered  the  joint  property  of  both 
spouses — the  rights  of  both  husbands  and  wives  are  equally  protected.  (These 
states  include  Arizona,  California,  Idaho,  Louisiana,  Nebraska,  New  Mexico, 
Texas,  Washington,  and  Wisconsin.) 

Two  other  types  of  ownership  of  checking  accounts  (as  well  as  other  assets) 
exist.  A  minor's  account  can  be  opened  with  the  permission  of  a  parent  or 
guardian  when  a  child  is  not  old  enough  to  sign  his  or  her  name.  In  this  case, 
the  minor  owns  the  account  and  is  the  legal  earner  of  the  interest  or  dividends 
paid  on  the  account.  Another  way  to  hold  property  is  through  a  trust — a  legal 
instrument  that  places  control  of  one's  assets  with  a  trustee,  a  person  or  institu- 
tion that  manages  the  financial  assets  of  another.  An  adult  can  set  up  a  trustee 
account  to  hold  the  properly  for  a  child,  who  is,  in  turn,  restricted  from  with- 
drawing money  from  the  account  without  the  adult's  signature.  The  adult 
remains  responsible  for  the  account's  activity,  and  any  earnings  generated  from 
the  account  are  considered  taxable  income  for  the  adult. 


■J    Identify  the  potential 
benefits  of  opening  a  sav- 
ings account  as  well  as  key 
factors  to  consider  when 
comparing  savings  accounts. 


Cash  Management  Tool  2:  Savings  Accounts 

The  second  tool  of  cash  management  to  consider  is  a  savings  account.  Savings 
simply  consists  of  current  income  that  is  not  spent  on  consumption.  A  local  sav- 
ings account  can  provide  you  with  an  easily  accessible  source  of  emergency  cash 
and  a  temporary  holding  place  for  funds  in  excess  of  those  needed  for  daily  liv- 
ing expenses.  Interest  rates  on  savings  accounts  are  typically  0.10  to  0.25  per- 
centage points  higher  than  those  paid  on  NOW  checking  accounts,  although 
they  are  usually  lower  than  the  rates  seen  with  money  market  funds  or  low-risk, 
longer-term  savings  instruments. 

Funds  on  deposit  in  a  savings  account  are  considered  time  deposits  rather 
than  demand  deposits.  Time  deposits  are  savings  that  are  expected  to  remain  on 
deposit  in  a  financial  institution  for  an  extended  period.  Institutions  usually  have 
a  rule  requiring  that  savings  account  holders  give  30  to  60  days'  notice  for  with- 
drawals, although  this  restriction  is  seldom  enforced.  Some  time  deposits,  how- 


CHAPTER   5    Managing  Your  Cash 


141 


ever,  are  fixed-time  deposits,  which  specify  a  period  that  the  savings  must  be  left 
on  deposit,  such  as  six  months  or  three  years;  certificates  of  deposit  (CDs),  dis- 
cussed later  in  this  chapter,  fit  this  description. 

The  most  popular  account  offered  by  financial  institutions  is  the  statement 
savings  account  (also  called  a  passbook  savings  account).  Using  a  statement 
savings  account  permits  frequent  deposit  or  withdrawal  of  funds.  No  fees  are 
assessed  as  long  as  a  low  minimum  balance  ($1  to  $50)  is  maintained.  Statement 
savings  account  holders  are  provided  printed  receipts  to  indicate  the  account 
transactions,  and  transactions  usually  can  be  accessed  through  ATMs.  The 
process  for  opening  a  savings  account  is  similar  to  that  for  a  checking  account. 

All  depository  institutions  offer  time  deposits.  In  the  following  subsections 
we  examine  how  to  save,  savings  account  interest,  grace  periods,  and  the  impact 
of  the  Truth  in  Savings  Act. 

How  to  Save 

Most  people  find  it  difficult  to  save  money  because  they  look  at  savings  as  what 
is  left  over  after  they  have  met  their  needs  and  wants.  Wise  financial  planners 


r 

1  Did  You 

Irxm 

A  Checking  Account  Overdraft  Protection  Agreement 
Can  Save  You  Money 

Some  people  have  difficulty  keeping  track  of  the              •    If  you  have  signed  an  automatic  funds  transfer 
amount  of  money  in  their  checking  accounts  and                 agreement  with  your  bank,  the  amount  neces- 
occasionally  write  a  bad  check— that  is,  a  check  for              sary  to  cover  the  check  will  be  transmitted  from 
which  there  are  insufficient  funds  in  the  account.                 your  savings  to  your  checking  account,  assum- 
Several  states  allow  merchants  to  sue  bad-check                    ing  you  have  money  in  the  savings  account, 
writers  for  the  amount  of  the  original  check  plus  a           .   ,f  you  have  signed  m  automatic  overdraft  loan 
penalty  of  three  times  that  sum,  up  to  a  maximum              agreement  with  your  bank,  needed  funds  are 
of  $500.  If  you  accidentally  write  a  bad  check  (only             automatically  loaned  to  you  by  your  bank  or 
0.1  percent  of  all  checks  "bounce"),  your  financial               from  yQur  Vjsa  or  MasterCard  account.  Note; 
institution  can  take  one  of  four  actions:                               however  that  the  loan  may  be  advanced  in 

•  If  the  check  amount  is  not  too  large  or  if  you  are  a            fixed  increments  of  perhaps  $100.  If  you  need 
good  customer,  your  bank  might  honor  the  check             only  $10,  you  will  consequently  wind  up  paying 
by  paying  it  and  telephoning  or  writing  to  remind             interest  on  amounts  not  needed. 

you  to  put  the  funds  in  the  account  as  soon  as                   Overdraft  protection  agreements,  as  noted  in 
possible.  Few  banks  are  this  nice,  however.                    items  3  and  4  above  can  save  you  from  having 

•  Your  bank  may  stamp  the  check  "insufficient                to  pay  overdraft  charges  if  you  write  a  check  with 
funds"  and  return  it  to  the  payee.  In  this  case,  the         insufficient  funds  in  your  account.  Writing  too 
bank  will  charge  you  a  fee  of  $10  to  $30,  and  the          many  bad  checks  will  reflect  poorly  in  your 
payee  will  probably  charge  you  a  similar  fee.                 credit  rating  too,  and  this  topic  is  examined  in 
Thus,  your  fees  could  total  $60  for  one  bad  check!         Chapter  6. 

142 


PART   2     Money  Management 


take  a  different  approach.  They  follow  the  adage  "pay  yourself  first,"  which 
means  to  treat  savings  as  the  first  expenditure  after  (or  even  before)  getting  paid. 
In  this  way,  they  can  effectively  build  a  pool  of  funds  to  provide  for  large,  irreg- 
ular expenditures;  meet  short-term  goals;  save  for  retirement,  a  down  payment 
on  a  home,  or  children's  college;  or  simply  build  a  cushion  for  the  unforeseen 


Reconcile  Your  Checking  Account 


The  task  in  checking  account  reconciliation  is  to 
compare  the  financial  institution's  records  with  the 
check  writer's  own  records.  Most  checking  account 
holders  receive  monthly  statements  that  itemize 
their  checking  and  ATM  transactions.  Financial 
institutions  usually  return  all  canceled  checks  and 
provide  a  monthly  statement  of  all  transactions; 
people  with  truncated  checking  receive  only  a  state- 
ment (not  the  checks  themselves).  It  is  important 
to  reconcile  the  checking  account  soon  after  receiv- 
ing a  monthly  statement  to  catch  errors  and  to 
avoid  the  extra  mathematics  involved  with  numer- 
ous outstanding  checks  (checks  written  but  pre- 
sented for  payment  too  late  to  appear  on  the  state- 
ment). Research  indicates  that  only  about  half  of 
the  U.S.  population  balances  their  checkbooks 
every  month,  and  another  one-fourth  never  bal- 
ance their  checkbooks. 

Most  errors  in  account  reconciliation  come 
from  three  sources:  (1)  failure  of  the  check  writer  to 
add  and  subtract  correctly;  (2)  failure  of  the  check 
writer  to  subtract  certain  charges  made  by  the 
financial  institution  (such  as  account  activity  fees, 
stop-payment  charges,  and  costs  for  printing 
checks)  or  to  add  interest  earned  (on  interest- 
earning  accounts);  and  (3)  failure  of  the  check 
writer  to  record  transactions  made  on  ATMs, 
especially  withdrawals. 

Follow  these  steps  in  reconciling  your  checking 
account: 

1.  Place  the  checks  in  order  by  check  number  or 
issue  date.  Many  financial  institutions  arrange 
the  checks  on  the  monthly  statement  in 
sequence  as  well. 

2.  Compare  the  canceled  checks  with  the  informa- 
tion in  your  transaction  register  to  look  for  any 


recording  ercors.  Make  any  needed  corrections 
in  the  transaction  register,  such  as  recording  a 
forgotten  ATM  withdrawal.  Place  a  check  mark 
by  each  amount  in  the  transaction  register  that 
correctly  matches  the  amount  shown  on  the 
monthly  statement. 

3.  Bring  the  transaction  register  up  to  date  by 
subtracting  any  charges  that  appear  on  the 
monthly  statement  and  adding  any  interest 
earned. 

4.  Compare  your  deposit  slips  with  the  deposits 
listed  on  the  statement  and  with  deposit 
amounts  noted  in  the  transaction  register.  List 
outstanding  deposits  (amounts  deposited  too 
late  to  be  included  on  the  statement).  Total  all 
deposits. 

5.  List  all  outstanding  checks— those  written  but 
not  presented  for  payment  in  time  to  appear  on 
the  statement.  Total  all  of  these  checks. 

6.  See  if  the  account  balances.  Take  the  balance  of 
the  account  as  shown  on  the  statement,  add  any 
outstanding  deposits  (from  step  4),  and  subtract 
any  outstanding  checks  (from  step  5).  The 
resulting  amount  should  equal  the  amount  in 
the  transaction  register.  If  not,  you  may  have 
transposed  digits,  such  as  writing  786  for  876. 
This  type  of  error  often  appears  when  the  differ- 
ence between  your  balance  and  that  given  by 
the  bank  is  divisible  by  9.  In  this  case,  locate 
and  correct  the  transposition.  If  the  error  is  not 
a  transposition,  recheck  the  arithmetic  and  care- 
fully follow  these  six  steps  again.  As  a  last  resort, 
an  officer  at  the  financial  institution  can  assist 
you — usually  for  a  fee— in  reconciling  your 
account. 
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"rainy  day."  In  Chapters  1,  3,  and  4,  we  discussed  ways  to  calculate  the  dollar 
amount  to  save  for  such  goals.  A  first  step  is  to  accumulate  enough  savings  to 
cover  living  expenses  (perhaps  70  percent  of  gross  income)  for  three  to  six 
months.  This  money  will  serve  as  an  emergency  fund  in  case  of  job  layoff,  long 
illness,  or  other  serious  financial  calamity.  For  a  person  with  a  $30,000  gross 
annual  income,  three-  to  six-month  savings  might  amount  to  $5250  to  $10,500 
($30,000  +  12  =  $2500  x  0.70,  or  $1750  for  each  month).  People  who  should 
consider  keeping  more  funds  available — perhaps  income  to  cover  six  to  12 
months  of  living  expenses — include  those  who  depend  heavily  on  commissions 
or  bonuses  or  who  own  their  own  businesses. 

Most  people  rationalize  not  saving  such  a  large  amount  for  three  reasons. 
First,  most  savings  alternatives  typically  offer  such  a  low  interest  rate  that  the 
return  provides  poor  protection  (if  any)  against  inflation.  Second,  people  usually 
have  ready  access  to  credit  when  needed  for  genuine  emergencies.  Third,  many 
people  feel  that  they  have  adequate  job  security  as  well  as  sufficient  medical  and 
disability  insurance  coverage  to  eliminate  or  greatly  cushion  the  financial 
impact  of  such  calamities.  Nonetheless,  you  should  remember  that  the  purpose 
of  a  financial  reserve  is  to  provide  adequate  protection. 

Savings  Account  Interest 

The  calculation  of  interest  to  be  paid  on  deposits  in  financial  institutions  is  pri- 
marily based  on  four  variables:  (1)  how  much  money  is  on  deposit;  (2)  the 
method  of  determining  the  balance;  (3)  the  interest  rate  applied;  and  (4)  the  fre- 
quency of  compounding  (such  as  annually,  semiannually,  quarterly,  monthly,  or 
daily).  The  more  frequent  the  compounding,  the  greater  the  effective  return  for 
the  saver. 

The  Truth  in  Savings  Act  of  1991  requires  depository  institutions  to  disclose 
a  uniform,  standardized  rate  of  interest  so  that  depositors  can  easily  compare 
various  savings  options.  This  rate,  called  the  annual  percentage  yield  (APY),  is 
a  percentage  based  on  the  total  interest  that  would  be  received  on  a  $100  deposit 
for  a  365-day  period  given  the  institution's  annual  rate  of  simple  interest  and  fre- 
quency of  compounding.  The  institution  must  use  the  APY  as  its  interest  rate  in 
advertising  and  in  other  disclosures  to  savers. 

An  account  with  a  grace  period  provides  the  depositor  with  a  small  financial 
benefit.  A  grace  period  is  the  time  period  (in  days)  during  which  deposits  or 
withdrawals  can  be  made  and  still  earn  the  same  interest  as  other  savings  from 
a  given  day  of  the  interest  period.  For  example,  if  deposits  are  made  by  the  tenth 
day  of  the  month,  interest  might  be  earned  from  the  first  of  the  month.  For 
withdrawals,  the  grace  period  generally  ranges  from  three  to  five  days.  Thus,  if  a 
saver  withdrew  money  from  an  account  within  three  to  five  days  of  the  end  of 
the  interest  period,  the  savings  might  still  earn  interest  as  if  the  money  remained 
in  the  account  for  the  entire  period. 

Wise  money  managers  should  select  the  savings  option  that  pays  the  highest 
APY  and  avoid  institutions  that  assess  excessive  costs  and  penalties.  Given  the 
same  APY,  savers  should  choose  an  institution  that  calculates  interest  daily. 
Comparison  shopping  could  easily  earn  you  an  extra  $10  to  $20  each  year  on  a 
$1500  savings  account  balance.  Savers  should  also  consider  the  fees  and  penal- 
ties outlined  in  Table  5.2  when  deciding  where  to  open  a  savings  account. 
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Explain  the  importance 
of  placing  excess  funds  in  a 
money  market  account. 


Cash  Management  Tool  3:  Money  Market  Accounts 

Most  people  use  checking  and  savings  accounts  at  local  financial  institutions  as 
the  cornerstones  of  their  cash  management  efforts.  They  may  earn  interest  on 
both  accounts.  When  income  begins  to  exceed  expenses  on  a  regular  basis,  per- 
haps by  $200  or  $300  each  month,  a  substantial  amount  of  excess  funds  can 
quickly  build  up.  Although  this  situation  is  a  comfortable  one,  it  is  wise  from  a 
cash  management  point  of  view  to  move  some  of  the  excess  funds  to  an  account 
that  pays  even  higher  interest. 

A  money  market  account  is  any  of  a  variety  of  interest-earning  accounts 
that  pay  relatively  high  interest  rates  (compared  with  regular  savings  accounts) 
and  offer  some  limited  check-writing  privileges.  Such  accounts  are  offered  by 
banks,  savings  and  loan  associations,  credit  unions,  stock  brokerage  firms,  finan- 
cial services  companies,  and  mutual  funds. 

Interest  rates  on  money  market  accounts  are  typically  0.5  to  1.5  percentage 
points  higher  than  those  paid  on  NOW  checking  accounts.  Why  earn  only  3.0 
percent  on  your  money  when  4.0  percent  or  more  might  be  earned  by  opening 
a  money  market  account?  An  investor  who  keeps  $4000  in  a  NOW  checking 
account  might  earn  $120  interest  annually,  while  the  person  with  that  amount 
in  a  money  market  mutual  fund  could  well  earn  $160 — a  difference  of  $40.  The 
four  types  of  money  market  accounts  are  super  NOW  accounts,  money  market 
deposit  accounts,  money  market  mutual  funds,  and  asset  management  accounts. 


Super  NOW  Accounts 

A  super  NOW  account  is  a  government-insured  money  market  account  offered 
through  depository  institutions;  it  takes  the  form  of  a  high-interest  NOW 
account  with  limited  checking  privileges  (usually  a  maximum  of  six  checks  per 
month).  The  initial  minimum  deposit  typically  ranges  from  $1000  to  $2500.  If 
the  average  balance  falls  below  a  specified  amount  (such  as  $1000),  the  account 
reverts  to  earning  interest  at  the  lower  rate  offered  on  a  regular  NOW  checking 
account.  Depositors  can  withdraw  their  funds  (using  checks,  ATMs,  or  electronic 
transfers)  at  any  time  without  penalty. 

Money  Market  Deposit  Accounts 

A  money  market  deposit  account  (MMDA)  is  also  a  government-insured 
money  market  account  offered  through  a  depository  institution.  It  has  minimum- 
balance  requirements  and  tiered  interest  rates  that  vary  with  the  size  of  the 
account  balance.  Institutions  are  allowed  to  establish  fees  for  transactions  and 
maintenance,  and  account  holders  typically  are  limited  to  three  to  six  transac- 
tions each  month.  Often  the  customer  must  deposit  $1000  to  open  an  account. 
If  the  average  monthly  balance  falls  below  a  certain  amount,  such  as  $2500,  the 
entire  account  will  earn  interest  at  the  lower  rate  of  a  regular  NOW  account. 
MMDAs  generally  pay  higher  interest  rates  than  super  NOW  accounts. 


Money  Market  Mutual  Funds 

A  money  market  mutual  fund  (MMMF)  is  a  money  market  account  in  a  mutual 
fund  investment  company  (rather  than  at  a  depository  institution).  It  pools  the 
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cash  of  thousands  of  investors  and  earns  a  relatively  safe  and  high  return  by  buy- 
ing debts  with  very  short-term  maturities  (always  less  than  one  year).  Interest  is 
calculated  daily,  and  an  investor  can  withdraw  funds  at  any  time. 

MMMFs,  which  require  a  minimum  deposit  ranging  from  $500  to  $1000, 
can  prove  convenient  in  cases  of  special  financial  needs  because  checks  can  be 
drawn  on  the  account.  On  the  other  hand,  the  minimum  check  limit  is  often 
$200,  which  serves  to  discourage  use  of  a  money  market  mutual  fund  as  an 
everyday  checking  account;  at  least  three  dozen  mutual  funds  offer  unlimited 
check  writing  with  no  minimums  on  check  amounts,  however.  Electronic  trans- 
fers are  permitted,  but  ATMs  cannot  be  used  because  MMMFs  are  not  depository 
institutions. 

These  mutual  funds  typically  pay  the  highest  rate  of  return  that  can  be 
earned  on  a  daily  basis  by  small  investors,  which  generally  exceeds  that  offered 
on  most  NOW  checking  accounts  by  1.5  to  2.5  percentage  points.  Although 
MMMFs  are  not  insured  by  any  federal  agency,  they  are  considered  extremely 
safe.  Some  funds  buy  only  debts  of  the  U.S.  government  and  therefore  are  virtu- 
ally risk-free,  paying  a  return  only  slightly  lower  than  that  of  other  MMMFs. 
Another  group  of  MMMFs  invests  in  only  tax-free  debts,  which  earn  lower  yields 
but  pay  tax-free  returns  to  depositors.  (This  concept  is  examined  in  Chapter  3, 
"Managing  Taxes.")  To  open  an  MMMF  account,  you  can  contact  a  mutual  fund 
company;  more  details  are  provided  in  Chapter  15,  "Investing  through  Mutual 
Funds."* 

Investors  in  high  income  tax  brackets  may  choose  to  invest  money  in  tax- 
exempt  securities  because  they  may  offer  a  higher  after-tax  return  than  taxable 
investments.  For  example,  an  investor  who  pays  state  and  local  income  taxes  at 
a  combined  40  percent  rate  would  earn  an  after-tax  return  of  6  percent  on  a  tax- 
able investment  that  returned  10  percent.  Alternatively,  that  investor  might 
choose  to  invest  in  a  tax-exempt  municipal  bond  with  a  7  percent  return. 
Because  the  latter  investment  is  exempt  from  federal  income  taxes,  it  pays  a 
higher  after-tax  return — 7  percent  versus  6  percent.  To  serve  the  needs  of  such 
investors,  some  MMMFs  invest  solely  in  tax-exempt  securities,  such  as  munici- 
pal bonds.  Investments  in  these  MMMFs  are  tax-exempt  because  they  involve 
tax-free  securities.  (This  subject  is  examined  in  detail  in  Chapters  3  and  14.) 

Asset  Management  Accounts 

An  asset  management  account  (AMA)  (or  all-in-one  account)  is  a  multiple- 
purpose  coordinated  package  that  gathers  most  of  the  customer's  financial  trans- 
actions into  a  unified  account  and  reports  them  on  a  single  monthly  statement. 
Included  can  be  transactions  in  a  money  market  mutual  fund,  checking,  credit 
card,  debit  card,  automated  teller  machine,  loan,  and  stock  brokerage  accounts. 
Also  known  as  central  asset  accounts,  AMAs  are  offered  through  stock  broker- 
age firms,  financial  services  companies,  and  mutual  funds.  Through  an  AMA, 
you  may  conduct  all  of  your  financial  business  with  one  institution.  The 
required  minimum  to  open  an  account  is  usually  $5000  or  more.  Typically, 
$10,000  is  required  to  open  an  AMA  account  spread  across  all  subaccounts. 


Some  of  the  largest  money  market  mutual  funds  are  managed  by  Dreyfus  [(800)  782-6620], 
Fidelity  [(800)  544-8888],  Kemper  [(800)  621-1048],  T.  Rowe  Price  [(800)  541-8832],  and  Twenti- 
eth Century  [(800)  345-2021]. 
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Institutions  that  offer  AMAs  use  computer  programs  to  manage  the  funds  in 
the  account.  Daily  or  weekly,  the  program  checks  your  various  subaccounts  and 
sweeps  funds  in  and  out  of  the  MMMF  to  ensure  that  the  highest  interest  rates 
apply  to  the  funds.  For  example,  imagine  that  you  open  an  account  with  S2000 
in  cash  deposited  in  the  checking  account,  a  $2000  certificate  of  deposit,  a  $2000 
MMMF,  and  a  $4000  stock  brokerage  account.  Within  days,  all  but  perhaps  $500 
of  the  checking  account  funds  will  be  swept  into  the  mutual  fund  to  earn  a 
higher  return.  Should  you  write  a  check  for  $750,  it  will  be  covered  by  drawing 
upon  the  mutual  fund.  When  your  $3000  paycheck  is  deposited  electronically 
into  your  checking  account,  much  of  it  will  soon  be  swept  into  the  mutual  fund, 
as  will  the  certificate  of  deposit  funds  when  the  certificate  expires.  If  you  had  a 
loan  account  within  the  AMA,  the  monthly  payment  would  be  made  automati- 
cally when  a  sweep  occurs,  with  the  funds  for  the  payment  being  drawn  from 
the  subaccount  with  the  lowest  interest  rate.  Again,  the  goal  is  to  maintain  the 
highest  balances  in  the  highest-paying  accounts. 

Some  AMAs  assess  an  annual  fee,  typically  $100.  Firms  that  handle  AMAs 
usually  offer  several  features  to  attract  investors,  such  as  free  credit  and  debit 
cards,  a  rebate  of  1  percent  on  card  purchases,  free  traveler's  checks,  inexpensive 
term  life  insurance,  and  a  free  investment  advisory  newsletter. 


M    List  the  potential  bene- 
fits of  putting  money  into 
low-risk,  longer-term  savings 
instruments. 


ash  Management  Tool  4: 
Low-Risk,  Long-Term  Savings  Instruments 


If  you  are  an  effective  manager  of  your  personal  finances,  you  have  established 
a  NOW  checking  account,  a  savings  account,  and  a  money  market  account;  you 
earn  interest  on  all  funds  until  they  are  expended.  The  fourth  tool  of  cash  man- 
agement involves  placing  money  into  low-risk,  longer-term  savings  instruments 
that  allow  you  to  earn  even  higher  returns  in  exchange  for  giving  up  some  liq- 
uidity. Funds  for  this  part  of  cash  management  primarily  come  from  amounts 
built  up  in  your  money  market  account  when  you  commit  some  of  this  money 
for  specific  time  periods — perhaps  three  to  six  months,  or  potentially  even  two 
years  or  more.  Obligating  amounts  for  longer  time  periods  permits  you  to  earn 
high  returns  while  accumulating  amounts  to  be  used  for  later  spending,  saving, 
or  investing.  Interest  rates  on  low-risk,  longer-term  savings  instruments  are  typ- 
ically 2.0  to  3.0  percentage  points  (or  more)  higher  than  those  paid  on  NOW 
checking  accounts. 

Savings  instruments  of  this  type  include  certificates  of  deposit  and  U.S.  gov- 
ernment savings  bonds.  In  addition,  funds  could  be  placed  into  higher-yielding, 
short-term  Treasury  issues  (discussed  in  Chapter  14,  "Investing  in  Stocks  and 
Bonds"),  although  the  minimum  purchase  requirements  for  these  instruments 
range  from  $1000  to  $10,000. 


Certificates  of  Deposit 

A  certificate  of  deposit  (CD)  is  an  interest-earning  savings  instrument  offered 
by  a  depository  institution  that  accepts  deposits  for  a  fixed  amount  of  time,  com- 
monly ranging  from  seven  days  to  eight  years.  Certificates  of  deposit  are  insured 
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through  the  FDIC  or  the  NCUSIF.  Deposits  range  from  $100  to  $100,000.  The 
interest  rate  existing  when  the  CD  is  purchased  typically  is  locked  in  for  the 
entire  term  of  the  deposit.  Depositors  collect  their  principal  and  interest  at  the 
end  of  the  time  period  (although  sometimes  on  a  monthly  basis).  Be  wary  of  CDs 
that  are  really  "investment  certificates."  These  instruments  can  be  recalled  and 
reissued  at  a  lower  interest  rate  prior  to  maturity  at  the  discretion  of  the  finan- 
cial institution. 

Interest  rates  on  longer-term  CDs  are  always  higher  than  rates  on  shorter- 
term  instruments  to  reward  savers  for  accepting  the  risk  that  the  longer  they 
remain  locked  into  a  CD,  the  greater  the  chance  that  inflation  will  force  interest 
rates  to  rise.  If  interest  rates  rise,  savers  will  have  missed  out  on  earning  even 
greater  returns;  if  interest  rates  fall,  they  will  benefit  from  the  excellent  return 
locked  in.  Longer-term  CDs  also  pay  higher  interest  rates  than  NOW  accounts 
because  financial  institutions  can  count  on  having  deposits  for  a  specific  length 
of  time  and  can  make  investments  accordingly. 

Variable-rate  certificates  of  deposit  (sometimes  called  adjustable-rate  CDs) 
are  also  available.  These  instruments  pay  an  interest  rate  that  is  adjusted  (up  or 
down)  periodically.  Typically,  savers  are  allowed  to  "lock  in,"  or  fix,  the  rate  at 
any  point  before  their  CDs  mature.  Of  course,  this  variability  detracts  from  the 
main  virtue  of  the  fixed-rate  CD — predictability.  The  best  variable-rate  CDs  have 
a  guaranteed  minimum  rate.  Bump-up  CDs  allow  savers  to  bump  up  the  inter- 
est rate  once  to  a  higher  market  rate,  if  available,  and  to  add  up  to  100  percent 
of  the  initial  deposit  whenever  desired. 

Money  withdrawn  from  a  CD  before  the  end  of  the  time  limit  is  subject  to 
interest  penalties.  On  certificates  held  less  than  one  year,  the  depositor  may  lose 
a  minimum  of  one  month's  interest;  on  certificates  held  more  than  a  year,  the 
depositor  may  lose  a  minimum  of  three  months'  interest.  If  the  penalty  exceeds 
the  interest  amount,  you  will  get  back  less  than  you  deposited.  Consequently, 
before  putting  money  into  a  CD,  be  confident  that  it  is  appropriate  to  tie  up  your 
funds. 


or  Short-Term  Cash  Management 
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Did  You 

Interest  Rates  ft 

|KN0Wt  1 

Opportunities  1/ 

Type  of  Account                                          Interest  Rate 

If  you  want  to  put  your  money  in  a  safe 

NOW  checking  account 

3.0% 

"parking"  place  for  a  short  period,  consider 

Statement  savings  account 

3.4 

the  alternatives  listed  below.  The  interest 

Super  NOW  account 

3.5 

rates  show  relationships  during  a  time  of  low 

Money  market  deposit  account 

3.5 

(3  to  4  percent)  inflation.  During  times  of 

Asset  management  account 

3.5 

higher  inflation,  these  rates  would  be  com- 

Money  market  mutual  fund 

3.6 

mensurately  higher. 

Three-month  bank  certificate  of  deposit 

4.8 

Six-month  certificate  of  deposit 

5.0 

One-year  certificate  of  deposit 

5.2 

Two  and  one-half  year  certificate  of  deposit 

5.5 

Five-year  certificate  of  deposit 

5.6 
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Did  You 


KNOW 


Because  you  do  not  make  deposits  and  withdrawals  after  initially  investing 
in  a  CD,  you  have  no  reason  to  restrict  yourself  to  a  nearby  institution  when 
searching  for  the  highest  yields.  An  extra  1  percent  yield  amounts  to  SI 00  on  a 
$10,000  CD  every  year!  Lists  of  institutions  paying  the  highest  yields  on  CDs  are 
published  monthly  by  Kiplinger's  Personal  Finance  Magazine  and  Money.  Most  such 
financial  institutions  do  99  percent  of  their  business  by  mail.  You  might  also 
check  with  a  stockbroker  for  high  yields,  as  brokerage  firms  buy  CDs  in  volume 
to  resell  to  individuals;  these  instruments  are  called  brokered  certificates  of 
deposit.  All  types  of  CDs  are  an  excellent  cash  management  tool,  and  as  bank- 
ing deposits,  they  enjoy  the  added  protection  of  federal  deposit  insurance. 


U.S.  Government  Savings  Bonds 

Series  EE  and  Series  HH  savings  bonds  have  been  offered  since  1980,  and  they 
replace  the  older  Series  E  and  H  bonds.  The  bonds  are  backed  with  the  full  faith 
and  credit  of  the  U.S.  government.  Series  EE  savings  bonds,  which  represent  the 
most  widely  held  security  in  the  United  States,  are  often  purchased  through 
employer  payroll  deduction  plans.  They  also  can  be  purchased  (without  any  fees, 
charges,  or  commissions)  from  some  other  federally  insured  financial  institu- 
tions. Six  in  ten  U.S.  households  own  government  savings  bonds.  If  U.S.  savings 
bond  certificates  are  ever  lost,  stolen,  or  destroyed,  they  can  be  replaced. 

Series  EE  savings  bonds  are  discount  bonds  of  the  U.S.  government  that  are 
purchased  for  50  percent  of  their  face  value.  A  discount  bond  is  one  sold  at  less 
than  face  value;  the  difference  between  its  purchase  price  and  its  value  at  matu- 
rity represents  the  interest  earned.  As  a  result,  Series  EE  savings  bonds  pay  no 
periodic  interest.  For  example,  a  Series  EE  $100  bond  can  be  purchased  for  $50 
and  redeemed  at  maturity  for  $100.  Series  EE  bonds  can  be  purchased  in  denom- 
inations from  $25  to  $10,000,  with  a  maximum  purchase  limit  of  $15,000  annu- 
ally for  individuals  and  $30,000  for  couples. 

The  date  at  which  your  investment  will  double  depends  upon  what  happens 
to  interest  rates.  (A  bond  earning  an  average  of  5  percent  interest  would  reach 


The  Government  Has  an  Education  Bond  Program 


An  education  bond  program  permits  taxpayers  as  beautician  or  secretarial  schools,  sometimes  do 

with  earnings  that  fall  below  certain  income  limits  not  qualify. 

to  exclude  from  their  taxable  income  all  or  part  of  The  bonds  must  be  in  the  taxpayer's  name  or 

the  interest  earned  on  Series  EE  bonds.  Series  EE  the  taxpayer  and  his  or  her  spouse;  a  bond  issued 

bonds  purchased  after  1989  by  persons  aged  24  or  in  a  child's  name  does  not  qualify.  The  tax  break 

older  qualify  if  the  bond  is  redeemed  and  the  prin-  goes  into  effect  the  year  the  bond  is  cashed.  Cou- 

cipal  and  interest  are  used  to  pay  tuition,  fees,  and  pies  earning  less  than  $100,000  can  utilize  this  tax 

other  college  expenses  of  a  dependent  or,  in  the  savings  idea;  single  people  earning  about  $65,000 

case  of  adult  education,  the  bond  purchaser  or  are  also  eligible.  Higher-income  people  do  not  qual- 

spouse.  Expenses  for  proprietary  institutions,  such  ify  for  this  program. 
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face  value  in  about  14!/2  years;  one  earning  6  percent  would  reach  face  value  in 
12  years.)  Bonds  issued  after  May  1,  1995,  that  are  held  from  six  months  to  five 
years  earn  a  rate  equal  to  85  percent  of  the  yield  on  six-month  Treasury  security 
issues  (debt  instruments  used  by  the  federal  government  to  finance  the  national 
debt).  These  six-month  securities  represent  examples  of  Treasury  bills  (T-bills). 
If  the  T-bill  rate  is  5.25  percent,  the  bond  rate  would  be  approximately  4.46  per- 
cent. The  rate  can  change  twice  each  year,  on  May  1  and  November  1;  to  find 
out  the  rate,  telephone  (800)  487-2663.  The  rate  increases,  decreases,  or  remains 
the  same  for  each  half-year  that  the  bond  is  held  until  it  reaches  maturity.  A  vari- 
ation on  the  Series  EE  bond  is  the  new  Series  I  bond.  With  these  savings  bonds, 
the  overall  interest  rate  is  tied  to  changes  in  the  consumer  price  index  (CPI)  so 
as  to  give  the  holder  some  protection  from  inflation. 

Because  savings  bonds  earn  market  interest  rates,  it  is  impossible  to  predict 
when  a  bond  will  reach  face  value.  The  government  promises  that  17  years  will 
be  the  maximum;  therefore,  Series  EE  bonds  are  expected  to  earn  a  rate  of  return 
of  at  least  4.2  percent.  (If  necessary,  the  government  will  add  extra  money  to  the 


Considerations 


| &  Consequences 


Cash  Management 


Good  cash  management  from  the  perspective  of 
income  taxes  can  be  aided  by  keeping  some  funds 
in  a  tax-free  money  market  mutual  fund  and  using 
a  college  savings  fund. 

Tax-Free  Money  Market  Mutual  Funds    These  money 
market  mutual  funds  invest  in  tax-free  instruments 
such  as  municipal  bonds  (see  Chapter  14).  A  person 
paying  federal  income  taxes  at  the  39.6  percent  rate 
often  finds  it  advantageous  to  keep  some  excess 
funds  in  tax-free  money  market  mutual  funds 
rather  than  the  standard  money  market  mutual 
funds.  Use  the  formulas  on  page  81  to  compare 
taxable  and  nontaxable  returns. 

College  Savings  Funds   Consider  giving  cash  or  other 
assets  to  children  because  they  are  likely  to  pay 
income  taxes  at  a  much  lower  income  tax  rate. 

For  children  under  age  14,  all  income  earned  by 
assets  placed  in  a  Uniform  Gifts  to  Minors  Act  cus- 
todial account  or  a  Uniform  Transfers  to  Minors  Act 
account  (the  law  depends  upon  the  state  of  resi- 
dence) above  an  annually  adjusted  earnings  level  is 
taxable  at  the  child's  level.  The  first  $650  of 
unearned  income  (the  income  from  an  invest- 


ment) the  child  receives  is  tax-free;  unearned 
income  above  $1200  is  taxed  at  the  parent's  likely 
higher  rate.  As  a  result,  the  account  will  grow  faster 
than  if  kept  in  a  parent's  name  because  the  child's 
tax  rate  is  15  percent,  which  generally  is  much 
lower  than  the  parent's  tax  rate.  Starting  at  age  14, 
federal  income  taxes  are  figured  at  the  child's  rate 
(often  15  percent). 

Consider  the  following  example  of  a  college 
savings  fund.  A  $1200  annual  investment,  perhaps 
in  a  mutual  fund,  with  an  assumed  8  percent  rate 
of  return  will  grow  to  $44,940  in  18  years  (Appen- 
dix A.3;  index  factor  37.45  x  $1200).  If  taxed  at  a 
parent's  rate  during  those  years,  the  funds  probably 
would  not  grow  to  more  than  $36,000. 

College  Savings  Trust  Funds  The  federal  tax  code 
permits  families  to  contribute  as  much  as  $50,000 
(without  incurring  a  gift  tax)  to  a  savings  trust  for 
college  expenses  (or  529  plan,  named  after  the  tax 
code  section  permiting  them),  where  the  invest- 
ment grows  free  of  taxes.  The  distributions,  which 
must  be  used  for  college  expenses  beyond  tuition, 
are  taxed  at  the  student's  rate. 
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bond  to  bring  it  up  to  its  face  value.)  Series  EE  bonds  cashed  in  (redeemed) 
within  the  first  six  months  earn  no  interest;  after  six  months,  no  penalty  is 
assessed. 

Series  EE  bonds  continue  growing  in  value  until  the  Treasury  specifies  that 
they  stop  accruing  interest,  30  years  after  their  issue  date.  Series  EE  bonds  held 
for  a  long  time — from  five  through  17  years — pay  85  percent  of  the  average  of 
five-year  Treasury  security  yields  (these  rates  are  usually  higher  than  the  six- 
month  rates),  but  that  rate  begins  only  in  the  sixth  year  that  the  bonds  are  held. 
All  interest  earnings  are  added  to  the  bonds'  value  every  month,  figured  from  the 
month  they  were  purchased. 

The  semi-annual  interest  earned  on  Series  EE  savings  bonds,  which  is  accu- 
mulated in  the  bond,  is  exempt  from  all  state  and  local  taxes.  Federal  income  tax 
may  be  deferred  until  the  bonds  are  redeemed  and  the  money  actually  received. 
Alternatively,  the  owner  may  choose  to  report  interest  annually  on  his  or  her 
income  tax  return.  This  option  is  usually  best  when  bonds  are  held  in  the  name 
of  a  child  who  has  little  or  no  other  reportable  income,  and  this  action  could 
result  in  a  zero  tax  liability  on  the  child's  interest  income.  In  addition,  interest 
on  Series  EE  bonds  can  be  deferred  when  a  bondholder  trades  in  the  Series  EE 
bonds  for  Series  HH  savings  bonds. 

Series  HH  savings  bonds  are  U.S.  government  bonds  that  are  purchased  at 
face  value  only  by  exchanging  Series  EE  bonds  (or  their  predecessor  E  bonds); 
they  may  not  be  purchased  with  cash.  Series  HH  savings  bonds  issued  after  May 
1,  1995,  pay  interest  semiannually  until  they  reach  maturity  five  years  later. 
Series  HH  bonds  held  longer  than  five  years  pay  85  percent  of  the  average  yield 
of  five-year  Treasury  security  issues.  For  example,  a  $10,000  Series  HH  bond 
paying  6.0  percent  interest  annually  will  yield  a  semiannual  interest  payment  of 
$300  [($10,000  x  0.06)  *  2  =  $300];  the  rate  could  vary  in  subsequent  six-month 
time  periods.  Bonds  redeemed  early  are  cashed  in  at  slightly  less  than  face  value, 
a  penalty  that  effectively  adjusts  and  reduces  the  interest  rates  paid  earlier.  For 
example,  a  $10,000  Series  HH  bond  paying  6.0  percent  at  maturity  will  yield  less 
than  $10,000  if  redeemed  after  4V2  years  to  reflect  an  overall  interest  rate  of  per- 
haps 5.2  percent. 

The  interest  income  earned  from  Series  HH  bonds  is  exempt  from  state  and 
local  income  taxes  but  must  be  reported  on  federal  income  taxes  unless  deferred. 
In  contrast,  accrued  interest  amounts  on  a  Series  EE  savings  bond  exchanged  for 
a  Series  HH  bond  and  included  in  its  issue  price  are  reportable  for  federal  income 
tax  purposes  in  the  year  of  redemption,  disposition,  or  final  maturity,  whichever 
is  earlier.  Old  HH  and  EE  bonds  will  continue  to  operate  under  earlier  rules. 
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Summary 

1.  Cash  management  is  the  task  of  maximizing 
interest  earnings  and  minimizing  fees  on  all 
of  your  funds  kept  readily  available  for  living 
expenses,  recurring  household  expenses, 
emergencies,  and  savings  and  investment 
opportunities.  The  tools  of  cash  management 
include  an  interest-earning  checking 
account,  a  savings  account  at  a  local  finan- 
cial institution,  a  money  market  account, 
and  various  lower-risk,  longer-term  savings 
instruments. 

2.  The  four  primary  providers  of  cash  manage- 
ment services  are  banks  and  bank-like  insti- 
tutions, mutual  funds,  stock  brokerage  firms, 
and  financial  services  companies. 

3.  The  most  widely  recognized  forms  of  elec- 
tronic funds  transfer  (EFT)  are  debit  cards, 
automatic  teller  machines  (ATMs),  point-of- 
sale  (POS)  terminals,  "smart"  cards,  preau- 
thorized  payments  and  deposits,  electronic 
benefits  transfer  (EBT),  and  computer  money 
management.  The  Electronic  Funds  Transfer 
Act  protects  consumers  who  use  EFT. 

4.  The  first  tool  of  cash  management  should  be 
an  interest-earning  checking  account  for  pay- 
ing monthly  living  expenses.  In  choosing  a 
financial  institution  at  which  to  set  up  such 
an  account,  you  should  consider  such  crite- 
ria as  charges,  fees,  and  penalties. 

5.  The  second  tool  of  cash  management  is  a 
local  savings  account.  Given  the  same 
annual  percentage  rate,  savers  should  choose 
an  institution  that  calculates  interest  daily. 

6.  After  establishing  interest-earning  checking 
and  savings  accounts  as  the  cornerstone  of 
cash  management  efforts,  the  third  tool  of 
cash  management  to  consider  is  a  money 
market  account.  When  income  begins  to 
exceed  expenses  on  a  regular  basis,  it  is  wise 
to  move  excess  funds  into  an  account  that 
pays  a  higher  interest  rate,  perhaps  while 
you  consider  later  investment  options. 
Money  market  accounts  include  super  NOW 
accounts,  money  market  deposit  accounts, 
money  market  mutual  funds,  and  asset  man- 
agement accounts. 


7.  The  fourth  tool  of  cash  management  consists 
of  low-risk,  longer-term  savings  instruments 
that  allow  you  to  earn  even  higher  returns, 
but  safely.  Funds  for  this  part  of  cash  man- 
agement primarily  come  from  amounts 
building  up  in  your  money  market  account. 
The  available  choices  are  certificates  of 
deposit  and  U.S.  government  savings  bonds. 
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Questions  for  Thought  &  Discussion 

1.  What  is  cash  management? 

2.  What  are  some  of  the  benefits  of  effective 
cash  management? 

3.  List  the  four  tools  of  cash  management. 
Which  two  generally  pay  the  highest  interest 
rates? 
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4.  Describe  briefly  the  four  major  providers  of 
financial  services  and  the  products  they  sell. 

5.  Differentiate  among  the  bank-like  institu- 
tions: commercial  banks,  savings  and  loan 
associations,  mutual  savings  banks,  and 
credit  unions. 

6.  How  are  stock  brokerage  firms  and  financial 
services  companies  related  to  cash  manage- 
ment? 

7.  Give  several  examples  of  electronic  funds 
transfers. 

8.  What  is  a  PIN?  Explain  how  PINs  work. 

9.  Give  some  examples  of  what  "smart"  cards 
can  do. 

10.  How  might  you  quickly  send  cash  to  a  rela- 
tive vacationing  in  London,  England?  Why 
would  you  use  that  method  rather  than  an 
alternative? 

11.  What  provisions  apply  to  lost  or  stolen  EFT 
cards? 

12.  Why  is  it  important  to  have  an  interest- 
earning  checking  account? 

13.  Distinguish  between  a  NOW  checking  ac- 
count and  a  non-interest-earning  checking 
account. 

14.  Explain  the  difference  between  a  certified 
check  and  a  cashier's  check. 

15.  Give  some  examples  of  unusual  transactions 
that  result  in  assessment  of  costs  or  penalties 
on  checking  and  savings  accounts. 

16.  Distinguish  between  a  minimum-balance 
and  an  average-balance  requirement  for  a 
checking  account. 

17.  Compare  and  contrast  an  automatic  funds 
transfer  agreement  with  an  automatic  over- 
draft loan  agreement. 

18.  Distinguish  between  joint  tenancy  with  right 
of  survivorship  and  tenancy  by  the  entirety. 

19.  What  does  it  mean  to  live  in  a  community 
property  state? 

20.  Describe  the  three  types  of  endorsements: 
blank,  special,  and  restrictive. 

21.  Identify  the  main  reasons  why  people  make 
errors  when  reconciling  their  checking 
accounts. 


22.  Give  four  important  reasons  why  people  save 
money. 

23.  Discuss  how  much  money  a  person  might 
save  if  he  or  she  is  employed  at  a  good  job 
and  enjoys  a  number  of  fringe  benefits. 

24.  Summarize  the  provisions  of  the  Truth  in 
Savings  Act. 

25.  Who  needs  a  money  market  account  and 
why? 

26.  Differentiate  between  a  money  market 
mutual  fund  and  a  money  market  deposit 
account. 

27.  Summarize  how  an  asset  management 
account  works. 

28.  What  is  a  certificate  of  deposit?  Who  might 
want  to  purchase  one? 

29.  Differentiate  between  the  three  types  of  gov- 
ernment savings  bonds. 


DECISIONMAKING  CASES 


Case  1    A  Lobbyist  Considers  Her  Checking 
Account  Options 

Jane  Wawrzyniak,  a  lobbyist  for  the  textile  indus- 
try living  in  Springfield,  Virginia,  has  maintained 
a  checking  account  at  a  commercial  bank  for  three 
years.  The  bank  requires  a  minimum  balance  of 
$100  to  avoid  an  account  charge,  and  Jane  has 
always  maintained  this  balance.  Recently,  she 
heard  that  a  nearby  savings  and  loan  association  is 
offering  NOW  accounts  paying  3  percent  interest 
on  the  average  daily  balance  of  the  account.  This 
institution  requires  a  minimum  balance  of  only 
$300,  but  a  forfeiture  of  monthly  interest  occurs  if 
the  account  falls  below  this  minimum.  Given  her 
past  habits  at  the  commercial  bank,  Jane  feels  that 
the  $300  minimum  would  not  be  too  hard  to 
maintain.  She  is  seriously  thinking  about  moving 
her  money  to  the  NOW  account. 

(a)  What  is  the  main  reason  Jane  should  move 
her  checking  account? 

(b)  What  should  Jane  know  about  the  differ- 
ences among  NOW  accounts  offered  at  vari- 
ous financial  institutions? 
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(c)  If  Jane  maintained  an  average  balance  of 
$350  in  a  NOW  checking  account  earning  3 
percent,  how  much  interest  would  she  have 
earned  on  her  money  after  one  year?  (Hint: 
Use  Appendix  A.l  or  visit  the  Garman/Forgue 
Web  site.  Do  not  forget  to  subtract  Jane's  ini- 
tial lump  sum  from  the  derived  answer.) 

(d)  How  much  more  would  Jane  have  earned  in 
one  year  if  she  decided  to  invest  in  a  money 
market  mutual  fund  paying  4  percent  inter- 
est instead  of  the  NOW  account?  (Hint:  Use 
Appendix  A.l  or  visit  the  Garman/Forgue  Web 
site  and  make  some  subtractions.) 

Case  2    Use  of  a  Computer  Banking  Service 

Trent  Searle,  a  service  station  owner  from  Roy, 
Utah,  pays  a  $25  monthly  fee  for  a  computerized 
home  banking  service.  His  friend  Brad  Simpson 
feels  that  Trent  is  wasting  his  money  on  the  ser- 
vice. Trent  has  a  net  income  of  $3000  per  month, 
plus  other  earnings  from  some  investments.  In 
addition,  he  is  part-owner  of  an  apartment  com- 
plex, which  gives  him  approximately  $1000  per 
month  in  income.  He  always  tries  to  put  his  excess 
earnings  into  solid  investments  so  that  they  might 
bring  future  income  and  security. 

(a)  What  specific  services  offered  by  computer 
banking  would  help  a  person  such  as  Trent? 

(b)  Justify  Trent's  paying  the  $25  monthly  fee 
for  computer  banking. 

(c)  Recommend  to  Trent  a  combination  of  the 
four  cash  management  tools  that  will  offer 
some  alternative  money  management  ser- 
vices. Defend  your  answer  to  Trent,  making 
sure  to  consider  factors  such  as  convenience, 
cost,  services,  and  safety. 


Financial  Math  Questions 

M   Twins  Barbara  and  Mary  are  both  age 
**•«>   22.  Beginning  at  age  22,  Barbara  invests 
$2000  per  year  for  eight  years  and  then 
never  sets  aside  another  penny.  Mary  waits 
ten  years  and  then  invests  $2000  per  year  for 
the  next  33  years.  Assuming  they  both  earn 
8  percent,  how  much  will  each  twin  have  at 


age  65?  (Hint:  Use  Appendixes  A.l  and  A. 3 
or  visit  the  Garman/Forgue  Web  site.) 

2.  m  You  need  to  amass  $20,000  in  the  next 
— t >  ten  years  to  help  with  a  relative's  col- 
lege expenses.  You  have  $10,000  available  to 
invest.  What  annual  percentage  rate  must  be 
earned  to  realize  the  $20,000?  (Hint:  Use 
Appendix  A.  1  or  visit  the  Garman/Forgue  Web 
site.  I 

3.  tm   You  want  to  create  a  college  fund  for  a 
ii   child  who  is  now  three  years  old.  The 

fund  should  grow  to  $30,000  in  15  years.  If  a 
current  investment  yields  7  percent,  how 
much  must  you  invest  in  a  lump  sum  now 
to  realize  the  $30,000  when  needed?  (Hint: 
Use  Appendix  A. 2  or  visit  the  Garman/Forgue 
Web  site.) 

4.  mt    How  many  years  of  investing  $2000 
iii   annually  at  8  percent  will  it  take  to 

reach  a  goal  of  $20,000?  (Hint:  Use  Appendix 
A. 3  or  visit  the  Garman/Forgue  Web  site.) 

5.  M    You  plan  to  retire  in  22  years.  To  pro- 
35   vide  for  your  retirement,  you  initiate  a 
savings  program  of  $6000  per  year  yielding  7 
percent.  What  will  be  the  value  of  the  retire- 
ment fund  at  the  beginning  of  the  twenty- 
third  year?  (Hint:  Use  Appendix  A. 3  or  visit 
the  Garman/Forgue  Web  site.) 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez 
Need  to  Save  Money  Fast 

The  Hernandez  family  is  experiencing  some  finan- 
cial pressures,  even  though  the  couple  has  a  com- 
bined income  of  $70,000.  Because  she  has  a  bad 
back,  Maria  may  possibly  quit  work  for  money 
income  ($32,000  per  year)  or  work  part-time,  if 
she  decides  to  return  to  college.  Also,  their  eldest 
son,  Joseph,  will  start  college  in  only  three  years. 

1.  If  Maria  stops  working  full-time,  how  much 
federal  income  tax  will  the  couple  avoid  pay- 
ing to  the  government,  assuming  her  income 
is  being  taxed  at  a  28  percent  rate? 

2.  If  Maria  works  only  half-time,  how  much 
federal  income  tax  will  she  be  paying  to  the 
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government,  assuming  her  income  is  being 
taxed  at  a  28  percent  rate? 

3.  an   Reducing  income  taxes  is  one  thing, 
555  but  experiencing  an  enormous  drop  in 
income  is  an  entirely  different  situation. 
After  calculating  the  bleak  financial  figures  if 
Maria  cut  back  her  hours,  the  Hernandezes 
have  decided  to  rough  it  out  for  another  year 
with  Maria's  ailing  back.  They  have  also 
decided  to  rapidly  increase  savings  for 
Joseph's  education.  How  much  should  they 
save  annually  for  the  next  three  years  if  they 
want  to  build  up  Joseph's  college  fund  to 
$6000,  assuming  a  7  percent  rate  of  return? 
(Hint:  Use  Appendix  A.l  or  visit  the  Gar- 
man/Forgue  Web  site.  Assume  that  the  years 
until  enrollment  equal  2,  number  of  years 
enrolled  equal  1,  and  inflation  is  0%.) 

4.  n    How  much  should  they  save  annually 
255  for  the  next  three  years  if  they  want  to 
build  up  Joseph's  college  fund  to  $10,000, 
assuming  a  7  percent  rate  of  return? 

5.  n    How  much  should  they  save  annually 
£*£  for  the  next  five  years  if  they  want  to 

build  up  Joseph's  college  fund  an  additional 
$10,000,  assuming  a  6  percent  rate  of  return? 


2.  Their  cash-flow  calendar  (see  Table  4.4  on 
page  108)  indicates  that  by  September  the 
Johnsons  will  have  an  extra  $1854  available. 
They  also  expect  continued  surpluses  of 
more  than  $200  per  month  from  that  point 
on  because  of  anticipated  salary  raises,  which 
are  not  reflected  in  their  current  financial 
statements.  You  probably  have  some  recom- 
mendations for  the  Johnsons  on  using  the 
third  and  fourth  tools  of  cash  management. 

(a)  What  type  of  money  market  account 
would  you  recommend  that  they  open? 
Why? 

(b)  What  low-risk,  long-term  savings  instru- 
ment would  you  recommend  for  their 
savings,  given  their  objective  of  saving 
enough  to  purchase  a  new  car  in  five 
years?  Support  your  answer. 

3.  M    If  the  Johnsons  could  put  all  of  their 
•SB   monetary  assets  ($1200)  into  a  savings 
account  earning  4  percent,  how  much  would 
they  have  in  the  account  after  one  year? 
(Hint:  Use  Appendix  A.l  or  visit  the  Garman/ 
Forgue  Web  site.) 


How  Should  the  Johnsons 
Manage  Their  Cash? 

In  January,  Harry  and  Belinda  Johnson  had  $1200 
in  monetary  assets  (see  page  90):  $570  in  cash  on 
hand,  $190  in  a  statement  savings  account  at  First 
Federal  Bank  earning  2.8  percent  interest  com- 
pounded daily,  $70  in  a  statement  savings  account 
at  the  Far  West  Savings  and  Loan  earning  2.9  per- 
cent interest  compounded  semiannually,  $60  in  a 
share  account  at  the  Smith  Brokerage  Credit 
Union  earning  a  dividend  of  3.1  percent  com- 
pounded quarterly,  and  $310  in  their  non- 
interest-earning  regular  checking  account  at  First 
Interstate. 

1.   What  specific  recommendations  would  you 
give  the  Johnsons  for  selecting  a  checking 
account  and  savings  account  that  will  enable 
them  to  effectively  use  the  first  and  second 
tools  of  cash  management? 


Exploring  the  World  Wide 
Web  of  Personal  Finance 

To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Visit  the  Web  site  for  Economic  Review,  pub- 
lished by  the  Federal  Reserve  Bank  of 
Atlanta,  where  you  will  find  an  article  on 
electronic  payment  mechanisms  in  retail 
trade.  What  is  the  major  reasoning  behind 
the  contention  in  the  article  that  such  forms 
of  payment  are  more  evolutionary  than  revo- 
lutionary? 


2.  Visit  the  Web  site  for  Money  magazine,  where 
you  will  find  a  wealth  of  information  about 
rates  of  return  on  certificates  of  deposit. 
What  is  the  best  rate  for  a  one-year  and  a 
five-year  CD  in  a  large  city  nearest  your 
home  (look  in  the  state,  then  the  city)?  How 
do  these  rates  compare  to  the  average  rates 
nationally  and  the  highest  rates  nationally? 

3.  Visit  the  Web  site  for  Money  magazine,  where 
you  will  find  a  wealth  of  information  about 
automatic  teller  machine  fees.  What  institu- 
tion charges  the  lowest  and  highest  fees  in  a 
large  city  near  your  home?  Of  the  tips  given 
on  the  site  for  how  to  save  on  fees,  which  is 
most  practical  and  appropriate  for  you? 
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4.  Visit  the  Web  site  for  Money  magazine  to  find 
a  wealth  of  information  about  checking 
account  interest  rates,  fees,  and  penalties. 
View  the  information  for  the  banks  in  a  large 
city  nearest  your  home.  How  does  the  infor- 
mation compare  with  the  information  for 
your  current  checking  account? 

5.  Visit  the  Web  site  for  the  Federal  Reserve 
Board.  There  you  will  find  an  article  titled 
"New  Choices  for  Receiving  Your  Federal 
Government  Payments"  on  the  federal  gov- 
ernment's efforts  to  move  many  of  the  recip- 
ients of  federal  transfer  payments  to  an  elec- 
tronic funds  transfer  payment  plan.  What 
members  of  your  family  might  be  affected  by 
this  effort? 


154 


id\\  Use  and  Credit  Cords 


6 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Compare  and  contrast 
installment  and  noninstall- 
ment  credit  and  discuss  the 
costs  of  credit. 


A    Discuss  reasons  for  and 
against  using  credit. 


J    Describe  the  types  of 
charge  accounts. 


0 


Describe  the  process  of 
opening  a  credit  account 
and  the  procedures  lenders 
use  to  evaluate  credit 
applicants. 


Manage  your  credit 
card  and  charge  accounts 
properly. 


any  people  have  conflicting  feelings  about  the  use  of  credit.  On  the  one 
hand,  they  may  be  attracted  to  the  ease  of  using  a  credit  card  to  pay  for 
I  vacation  expenses  or  to  purchase  a  new  television  through  monthly  pay- 
ments. On  the  other  hand,  they  may  have  vivid  memories  of  a  friend  or  relative 
who  fell  deeply  into  debt  by  overusing  credit  cards  and  ended  up  being  pressured 
by  creditors  or  even  going  bankrupt.  A  recent  survey  revealed  that  one  out  of 
three  U.S.  households  truly  fears  becoming  overextended  on  credit  and  more 
than  one-half  are  concerned  about  making  their  credit  card  payments. 

The  purpose  of  this  chapter  is  to  show  you  how  to  use  charge  accounts  and 
credit  cards  wisely.  We  will  first  distinguish  between  installment  and  noninstall- 
ment  credit.  Next,  we  will  explore  a  number  of  positive  reasons  for  using  credit 
as  well  as  some  negative  aspects  of  credit.  The  discussion  will  then  turn  toward 
the  types  of  charge  accounts  available,  explaining  how  to  open  such  accounts 
and  the  procedures  lenders  use  to  evaluate  credit  applicants.  The  chapter  con- 
cludes with  information  on  how  to  manage  a  charge  account  properly. 
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U   Compare  and  contrast 
installment  and  noninstall- 
ment  credit  and  discuss  the 
costs  of  credit. 


Distinguishing  between  Installment 
and  Noninstallment  Credit 


Credit  is  a  term  used  to  describe  any  situation  in  which  goods,  services,  or 
money  are  received  in  exchange  for  a  promise  to  pay  a  definite  sum  of  money  at 
a  future  date.  In  essence,  credit  represents  a  form  of  trust  established  between  a 
lender  and  a  borrower.  If  the  lender  believes  that  a  prospective  borrower  has 
both  the  ability  and  the  willingness  to  repay  money,  then  credit  will  be 
extended.  The  borrower  is  expected  to  live  up  to  that  trust  by  repaying  the 
lender.  For  the  privilege  of  borrowing,  a  lender  typically  requires  that  a  borrower 
pay  interest  and  some  other  charges,  such  as  processing  fees. 

Consumer  credit  is  nonbusiness  debt  used  by  consumers  for  expenditures 
other  than  home  mortgages.  (Borrowing  for  housing  has  investment  aspects  that 
result  in  a  separate  classification.)  There  are  two  types  of  consumer  credit:  install- 
ment credit  and  noninstallment  credit.  With  installment  credit,  the  consumer 
must  repay  the  amount  owed  in  a  specific  number  of  equal  payments,  usually 
monthly.  For  example,  a  $12,000  automobile  loan  might  require  monthly  pay- 
ments of  $255  for  60  months.  Noninstallment  credit  includes  single-payment 
loans  [such  as  a  loan  of  $2000  at  12  percent  interest  with  a  single  payment  of 
$2240  ($2000  plus  $2000  x  0.12)  due  at  the  end  of  one  year]  and  open-ended 


IB 


The  Five  Criteria  Used  to  Grant  Credit 


In  evaluating  a  credit  application,  lenders  consider  the  "five  C's"  of  credit: 


Character 

Your  honesty  and  reliability  in  meeting  financial 
responsibilities  make  up  your  character.  Your  previ- 
ous credit  history  indicates  how  highly  you  value 
paying  bills  on  time. 

Capital 

Capital  is  a  measure  of  your  financial  net  worth. 
Questions  about  assets  (home  ownership,  mutual 
funds,  savings  accounts)  and  liabilities  (credit  limits 
and  balances  due  on  present  credit  accounts)  reveal 
whether  your  net  worth  is  sufficient  to  warrant  the 
granting  of  credit. 

Rapacity 

Capacity  refers  to  the  income  available  to  make 
repayment.  Having  a  substantial  income,  holding 


the  same  job  for  several  years,  and  having  few 
other  debt  payments  suggest  a  strong  financial 
capacity  to  repay. 

Collateral 

Collateral  is  property  offered  and  pledged  to  secure 
repayment  of  a  loan  and  subject  to  seizure  should 
the  borrower  fail  to  repay  the  loan.  Lenders  view 
credit  backed  by  collateral  as  more  secure. 

Conditions 

General  conditions  of  the  economy  affect  credit. 
When  rising  interest  rates  result  in  a  restriction  in 
the  supply  of  money,  less  money  is  available  for 
lending.  In  such  cases,  many  applicants  who  would 
have  been  approved  for  credit  under  better  condi- 
tions will  be  rejected. 
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credit.  With  open-ended  credit,  credit  is  extended  in  advance  of  any  transac- 
tion, so  that  the  borrower  does  not  need  to  reapply  each  time  credit  is  desired; 
any  amounts  owed  may  be  repaid  in  full  in  a  single  payment  or  via  a  series  of 
equal  or  unequal  payments,  usually  monthly.  Open-ended  credit  includes 
revolving  charge  accounts  (such  as  department  store  accounts  and  bank  credit 
cards),  travel  and  entertainment  accounts  (such  as  American  Express),  service 
credit,  and  other  charge  accounts. 

With  open-ended  credit,  the  consumer  makes  any  charges  desired  as  long  as 
the  total  does  not  exceed  his  or  her  credit  limit,  which  is  the  preapproved  max- 
imum outstanding  debt  allowed  on  a  credit  account  by  the  lender.  Credit  limits 
vary  with  the  perceived  credit  worthiness  of  the  borrower.  Having  too  many 
accounts  or  high  credit  limits  on  your  accounts  may  be  viewed  as  a  negative  by 
potential  lenders,  however,  even  if  the  balance  owed  on  the  accounts  is  low.  This 
viewpoint  is  especially  true  for  mortgage  lenders.  This  chapter  is  concerned 
mainly  with  open-ended  credit;  installment  credit  will  be  discussed  in  Chapter  7. 


A    Discuss  reasons  for  and 
against  using  credit. 


Reasons  for  and  against  Using  Credii 

Consumer  credit  is  widely  used  in  the  United  States.  At  times,  use  of  credit  may 
be  a  good  decision.  On  other  occasions,  credit  may  be  inappropriate  because  of 
its  costs  and  other  disadvantages. 


Why  People  Use  Credit 

Credit  is  not  automatically  bad.  It  can  be  used  in  very  positive  ways  to  enhance 
personal  financial  planning.  Some  of  the  reasons  people  use  credit  are  summa- 
rized in  the  following  list: 

1 .  For  convenience.  Using  credit — and  credit  cards  in  particular — simplifies  the 
process  of  making  many  purchases.  It  provides  a  record  of  purchases,  and  it 
can  be  used  as  leverage  in  disputes  over  purchases.  Convenience  use  of  credit 
is  growing.  For  example,  the  use  of  credit  cards  at  grocery  stores  has  increased 
greatly  in  recent  years. 

2.  For  emergencies.  Consumers  use  credit  to  pay  for  such  unexpected  expenses 
as  emergency  medical  services  or  automobile  repairs. 

3.  For  identification.  For  many  activities,  such  as  cashing  a  check  or  renting  an 
automobile,  consumers  may  need  to  show  a  bank  credit  card  to  verify  their 
identities.  Merchants  are  not  allowed  to  charge  bad  checks  against  bank 
credit  cards,  and  putting  your  card  account  number  on  your  check  increases 
the  possibility  of  fraudulent  use  of  your  charge  account. 

4.  To  make  reservations.  Most  motels,  hotels,  and  car  rental  agencies  require 
some  form  of  deposit  to  hold  a  reservation.  A  credit  card  number  usually  will 
serve  as  such  a  deposit,  allowing  guaranteed  reservations  to  be  made  over  the 
telephone.  Note,  however,  that  the  hotel  might  notify  the  credit  card  issuer 
to  put  a  hold  on  your  account  for  the  anticipated  total  amount  of  the  charge; 
this  process  is  called  credit  card  blocking. 
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5.  To  consume  expensive  products  earlier.  Buying  "big  ticket"  items  such  as  a 
computer  or  automobile  on  credit  allows  the  consumer  immediate  use  of  the 
product.  Many  expensive  items  would  not  be  purchased  (or  would  be  bought 
only  after  several  years  of  saving)  without  the  opportunity  to  pay  for  them 
over  time.  Note,  however,  that  the  product  should  last  at  least  as  long  as  the 
repayment  period  on  the  debt. 

6.  To  enjoy  the  good  life.  Increasing  numbers  of  people  use  credit  as  a  way  to 
raise  their  current  level  of  living  in  anticipation  of  higher  incomes  in  the 
future.  In  this  way,  they  enjoy  a  rate  of  consumption  today  that  is  higher 
than  their  current  income  seemingly  would  permit.  Unfortunately,  this  strat- 
egy for  using  credit  gets  many  people  into  financial  trouble. 

7.  To  take  advantage  of  free  credit.  Merchants  sometimes  offer  "free"  credit 
for  a  period  of  time  as  an  inducement  to  buy.  Referred  to  as  "same  as  cash" 
plans,  these  programs  allow  the  buyer  to  pay  later  without  incurring  finance 
charges.  Usually  the  free  credit  lasts  for  a  defined  time  period,  such  as  90  days 
or  six  months.  Be  careful  using  these  plans,  as  interest  may  be  owed  for  the 
entire  time  period  if  the  buyer  pays  even  one  day  after  the  alloted  free  credit 
period.  One  financial  strategy  is  to  use  a  cash  advance  or  convenience  check 
from  a  bank  credit  card  (discussed  later  in  this  chapter)  to  "pay"  the  debt  just 
before  the  deadline,  thereby  obtaining  several  months  of  free  credit  before 
finance  charges  begin. 

8.  To  consolidate  debts.  Many  consumers  who  have  difficulty  making  credit 
repayments  turn  to  a  debt-consolidation  loan  through  which  the  debtor 
exchanges  several  smaller  debts  with  varying  due  dates  and  interest  rates  for 
a  single  large  loan.  Even  when  interest  rates  for  such  loans  are  higher,  the 
new  payment  is  usually  smaller  than  the  combined  payments  for  the  other 
debts  because  the  term  of  the  new  loan  is  longer  than  the  old  ones. 

9.  For  protection  against  ripoffs  and  frauds.  Mail  order  and  telephone  pur- 
chases made  on  a  credit  card  can  be  contested  with  the  credit  card  issuer 
under  the  guidelines  of  the  Fair  Credit  Billing  Act  (discussed  later). 

10.  To  obtain  an  education.  The  rising  cost  of  higher  education  forces  many  to 
borrow.  This  may  be  the  one  of  the  better  uses  of  credit,  as  one  is  investing 
in  oneself  to  raise  quality  of  life  and/or  income  in  the  future. 


Reasons  against  Using  Credit 

Reasons  for  not  using  credit  include  interest  costs,  fees  for  using  (or  misusing 
credit)  in  certain  ways,  privacy  concerns,  the  potential  for  overspending,  and  its 
negative  effect  on  financial  flexibility. 

Interest  Is  Costly  Interest  represents  the  price  of  credit.  When  stated  in  dollars, 
interest  composes  part  of  the  finance  charge,  which  is  the  total  dollar  amount 
paid  to  use  credit,  including  interest  and  any  other  required  charges  such  as  a 
loan  application  fee.  Since  the  1968  passage  of  the  Truth  in  Lending  Act,  lenders 
have  been  required  to  state  the  finance  charge  as  an  annual  percentage  rate 
(APR)  that  expresses  the  cost  of  credit  on  a  yearly  basis  as  a  percentage  rate.  For 
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example,  a  single-payment,  one-year  loan  for  $1000  with  a  finance  charge  of 
SI 40  has  a  14  percent  APR.  The  lower  the  APR,  the  lower  the  true  cost  of  credit. 
The  annual  percentage  rate  can  be  used  to  compare  credit  contracts  with  differ- 
ent time  periods,  finance  charges,  repayment  schedules,  and  amounts  borrowed. 
The  Fair  Credit  and  Charge  Card  Disclosure  Act  (FCCCDA)  of  1988  has  also 
made  it  easier  to  shop  around  for  the  best  credit  card.  This  act  requires  that  key 
pieces  of  information  be  disclosed  in  direct-mail  advertising  and  on  applications 
for  credit  cards.  Such  information  includes  the  APR,  how  it  is  calculated  if  it  is  a 
variable  rate,  all  fees  (including  fees  for  late  payments),  the  length  of  the  grace 
period,  and  the  method  used  to  calculate  the  account  balance  (these  topics  are 
discussed  below).*  Many  states  have  usury  laws  (sometimes  called  small  loan 
laws)  that  establish  the  maximum  loan  amounts,  interest  rates,  and  credit- 
related  fees  for  various  types  of  loans  from  various  sources.  These  maximum 
rates  can  vary  from  18  percent  to  as  much  as  54  percent.  Note  that  the  laws  of 
the  state  in  which  the  lending  institution  is  located  apply,  rather  than  the  laws 
of  the  state  in  which  the  borrower  lives.  These  regulations  would  apply  to  the 
annual  fee,  late  payment  fee,  and  other  fees  charged  on  a  bank  credit  card. 

Additional  Fees  Are  Common  A  significant  negative  aspect  of  credit  use  is  the 
large  number  of  fees  assessed  by  creditors.  Some  of  these  fees  are  associated  with 
normal  usage  of  the  credit  arrangement.  Others  are  assessed  when  the  borrower 
fails  to  comply  with  the  stipulations  of  the  contract  in  some  way. 

Bank  credit  card  lenders  typically  assess  annual  fees  ranging  from  $25  to  $50 
(or  more).  In  addition,  they  may  charge  a  transaction  fee  (a  small  charge  levied 
each  time  a  card  is  used).  Some  even  charge  a  $3  fee  for  printing  the  monthly 
credit  bill.  These  fees  are  not  included  in  the  APR  calculation  because  they  are 
not  generally  known  in  advance.  Thus,  an  apparently  low-cost  card  may  turn 
into  a  high-cost  card  when  all  fees  are  considered. 

Late  payment  fees  of  $10  and  more  are  common  when  the  borrower  fails  to 
make  a  payment  by  the  due  date.  Many  credit  card  issuers  now  charge  a  signifi- 
cant over-the-limit  fee  when  the  cardholder  exceeds  his  or  her  credit  limit.  In 
addition,  banks  are  increasingly  likely  to  impose  punitive  interest  rates  on  cer- 
tain borrowers — that  is,  to  raise  the  APR  for  the  entire  debt  when  a  payment  is 
late,  the  credit  limit  exceeded,  or  the  creditor  views  some  other  aspect  of  the  bor- 
rower to  be  a  negative.  The  combination  of  these  fees  and  higher  rates  can  eas- 
ily exceed  the  "normal"  finance  charge. 

High-Priced  Add-Ons  May  Be  Difficult  to  Avoid  Many  lenders  encourage  bor- 
rowers to  sign  up  for  credit  life  insurance  that  pays  the  unpaid  balance  of  a 
loan — to  the  lender — in  the  event  of  the  borrower's  death.  People  are  often 
grossly  overcharged  for  this  insurance  (the  industry  pays  out  an  unusually  low 
43  percent  of  revenues  for  claims),  and  few  people  need  it.  Rates  typically  range 
from  $0.50  to  $0.70  per  $100  of  the  outstanding  balance — every  month!  Credit 
life  insurance  is  one  cost  that  can  be  avoided.  Term  life  insurance  (discussed  in 
Chapter  12)  is  much  less  expensive,  and  proceeds  go  to  the  borrower's  benefi- 
ciaries, not  to  a  lender. 


For  $5  CardTrack  [(800)  344-7714]  offers  monthly  updates  listing  the  lowest-cost  bank  credit 
cards. 
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Choose  between  a  Low  Annual  Fee  and  a  Low  APR 


When  shopping  for  a  credit  card,  you  may 
encounter  some  cards  with  low  or  no  annual  fees 
and  others  with  low  APRs.  Which  is  better?  Gener- 
ally speaking,  you  should  choose  a  card  with  the 
lowest  available  APR  if  you  are  likely  to  carry  a  bal- 
ance on  the  account.  Similarly,  you  should  choose 
a  card  without  an  annual  fee  if  you  are  likely  to  pay 
your  balance  in  full  each  month  because  the  APR  is 
irrelevant  if  no  balance  is  carried. 

One  personal  finance  strategy  is  to  use  one 
credit  card  for  convenience  items  that  are  paid  for 


monthly  and  another  for  items  where  paying  off 
the  balance  each  month  is  not  possible.  Use  a  no 
annual  fee  card  for  the  convenience  purchases  and 
a  low  APR  card  for  purchases  where  you  carry  a 
balance. 

Fortunately,  the  bank  credit  card  business  is 
highly  competitive.  Do  not  hesitate  to  contact  your 
current  card  issuers  and  ask  if  you  qualify  for  a 
lower  annual  fee  or  lower  APR.  Make  sure  they 
know  that  you  are  shopping  for  the  lowest  charges 
possible,  and  then  switch  cards  if  necessary. 


Lenders  may  also  offer  credit  disability  insurance,  which  repays  the  out- 
standing loan  balance  if  the  borrower  becomes  disabled  (with  "disability"  usu- 
ally being  very  narrowly  defined).  In  addition,  unemployment  credit  insur- 
ance policies  are  sold.  Rates  charged  for  these  protections  may  seem  low,  but  on 
a  percentage  basis  they  are  much  higher  than  the  actual  cost  of  providing  the 
protection. 

Lenders  that  require  credit  life,  credit  disability,  or  credit  unemployment 
insurance  as  a  condition  for  granting  a  loan  (because  lenders  find  these  add-ons 
highly  profitable)  should  be  avoided.  The  only  exception  might  be  credit  life 
insurance  for  those  people  who  cannot  obtain  life  insurance  through  more  tra- 
ditional means. 


Liability  for  Lost  Credit  Cards  The  Truth  in  Lending  Act,  as  amended,  limits  a 
cardholder's  liability  for  lost  or  stolen  credit  cards  (including  telephone  calling 
cards)  to  $50  per  card.  This  credit  card  liability  applies  only  if  you  receive  noti- 
fication of  your  potential  liability,  you  accepted  the  card  when  it  was  first  mailed 
to  you,  the  company  provided  you  with  a  self-addressed  form  with  which  to 
notify  it  if  the  card  was  lost,  and  the  card  was  used  illegally  before  you  notified 
the  issuer  of  the  loss.  Although  your  financial  liability  is  low,  some  companies 
specialize  in  selling  credit  card  insurance  (for  an  annual  premium  ranging  from 
$15  to  $49)  that  will  pay  creditors  for  the  first  $50  of  unauthorized  use  of  an 
insured  person's  lost  or  stolen  credit  cards.  Such  insurance  is  profitable  for  insur- 
ance companies  and  an  unnecessary  expense  for  you.  In  addition,  most  home- 
owner's and  renter's  insurance  policies  pay  for  such  losses  (see  Chapter  10  for 
details).  As  a  gesture  of  good  will,  most  credit  card  companies  will  waive  the  $50 
fee  for  unauthorized  use  when  notified  about  a  lost  card  promptly. 

It  Is  Tempting  to  Overspend  A  major  disadvantage  of  credit  is  that  its  use  often 
leads  to  overspending.  Buying  $425  worth  of  new  clothes  on  a  charge  account 
for  $25  per  month  for  20  months  (for  a  $75  finance  charge)  may  appear  easier 
than  paying  cash  for  a  planned  $200  worth  of  new  clothes.  It  is  even  easier  to 
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buy  more  clothes  on  credit  the  next  month,  especially  if  you  have  nine  credit 
cards — the  number  of  cards  held  by  the  typical  U.S.  credit  customer. 

Overindebtedness  can  present  a  real  problem  for  credit  users.  If  a  consumer 
has  monthly  nonmortgage  debt  repayments  amounting  to  20  percent  of 
monthly  take-home  pay,  he  or  she  is  seriously  in  debt.  Instead  of  working  at  a 
job  and  spending  the  income,  the  consumer  slaves  at  a  job  to  pay  the  bills.  It 
feels  like  "paying  on  Visa  forever"  instead  of  "paying  off  Visa."  Misusing  credit 
and  not  paying  bills  on  time  can  give  a  consumer  a  poor  credit  reputation,  dam- 
age employment  prospects,  and  sometimes  result  in  the  loss  of  items  purchased. 

Privacy  Is  a  Concern  Protection  of  privacy  is  a  vital  concern  to  users  of  credit 
cards.  Fraud  can  occur,  as  can  "identity  snatching."  With  very  little  personal 
information,  a  clever  thief  can  borrow  someone's  credit  identity  and  run  up  thou- 
sands of  dollars  in  bills.  To  exercise  caution  with  credit,  follow  these  guidelines: 

•  Offer  no  personal  information  (such  as  your  address,  telephone  number,  or 
Social  Security  number)  to  merchants  when  using  a  credit  card.  If  the  mer- 
chant requires  identification  beyond  the  credit  card  (e.g.,  a  driver's  license) 
do  not  allow  such  information  to  be  written  down. 

•  Save  all  purchase  and  ATM  receipts  and  check  them  against  statements  from 
creditors. 

•  Avoid  giving  out  your  credit  card  or  checking  account  number  on  the  tele- 
phone to  anyone  you  do  not  know  or  did  not  telephone  directly  yourself. 


Did  You 


KNOW 


Making  Minimum  Payments 
Can  Keep  You  in  Permanent  Debt 


Do  you  currently  have  a  balance  outstanding  on 
your  credit  cards?  How  long  have  you  carried  the 
balance?  If  a  person  opens  an  account  at  age  20 
and  borrows  $500  the  first  month  and  more  the 
next  month,  he  or  she  may  find  that  the  balance 
does  not  drop  below  that  first  $500  for  years.  If 
$500  is  still  owed  on  the  account  years  later  (per- 
haps at  age  35),  that  person  has  perma-debt.  In 
essence,  the  first  month's  borrowing  was  never 
paid  off.  At  a  typical  18%  APR,  the  finance  charges 
for  $500  for  20  years  would  total  $1800  (0.18  x 
$500  x  20). 

Credit  card  issuers  often  require  a  minimum 
monthly  repayment  as  low  as  V36  or  V48  of  the  out- 
standing balance.  Such  a  payment  is  mathemati- 
cally guaranteed  to  keep  the  user  in  debt  for  a  long 
time.  In  addition,  paying  only  the  minimum  may 
lead  a  cardholder  into  severe  financial  difficulty.  To 


illustrate,  a  minimum  payment  of  $25  (V48)  on  an 
outstanding  balance  of  $1200  with  a  1.6  percent 
monthly  periodic  rate  results  in  only  $5.80  going  to 
reduce  the  actual  debt.  The  other  $19.20  ($1200  x 
0.016  =  $19.20)  is  used  to  pay  the  monthly  interest. 
At  this  rate  of  repayment,  it  would  take  more  than 
seven  years  to  repay  the  $1200. 

Even  worse,  many  card  issuers  today  allow 
credit  cardholders  to  skip  a  payment  ($0  minimum 
payment)  if  a  sufficiently  large  payment  was  made 
the  month  before.  Note  that  interest  will  still  be 
accrued  for  a  month  in  which  no  payment  is  made. 
In  essence,  you  increase  your  debt  by  allowing  the 
interest  to  be  charged  as  well.  Low  and  $0  mini- 
mum payments  illustrate  the  basic  concept  that 
lenders  make  their  money  from  finance  charges. 
The  higher  these  charges,  the  more  money  the 
lender  makes. 
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•  Immediately  change  the  status  of  a  credit  card  account  should  you  become 
married,  separated,  or  divorced. 

•  Review  your  credit  bureau  report  at  least  once  each  year. 

•  Report  lost  or  stolen  credit  cards  and  suspicious  billing  information  without 
delay.  This  is  especially  important  when  one  uses  cybercredit  to  make  pur- 
chases over  the  Internet  using  a  bank  credit  card. 


Use  of  Credit  Reduces  Financial  Flexibility  Perhaps  the  greatest  disadvantage  of 
credit  use  comes  from  the  loss  of  financial  flexibility  in  personal  money 
management.  If  you  have  installment  debts  that  claim  10  percent  of  your  after- 
tax income,  you  have  lost  the  opportunity  to  spend  those  dollars  for  some  other 
purpose.  Credit  use  also  reduces  your  future  buying  power,  as  the  money  you  pay 
out  on  a  loan  also  includes  a  finance  charge.  Credit  can  be  seen  as  a  promise  to 
work  for  the  creditor  in  the  future  to  pay  off  the  debt. 


CJ    Describe  the  types  of 
charge  accounts. 


Types  of  Open-Ended  Credit  Accounts 

Open-ended  credit  can  be  used  to  make  purchases  and,  in  some  cases,  to  obtain 
cash  advances.  It  is  the  most  convenient  type  of  credit  and,  therefore,  the  most 
abused.  Many  open-ended  accounts  (but  not  all)  use  a  credit  card.  A  credit  (or 
charge)  card  is  a  plastic  card  identifying  the  holder  as  a  participant  in  the  charge 
account  plan  of  a  lender,  such  as  a  department  store,  oil  company,  or  financial 
institution.  Several  types  of  consumer  charge  accounts  are  described  in  this  sec- 
tion. All  allow  multiple  uses  without  reapplication  for  credit,  but  some  require 
that  the  entire  balance  be  repaid  each  month.  Credit  cards  and  charge  accounts 
are  now  the  primary  source  of  household  debt  other  than  home  mortgages. 


Revolving  Credit  Card  Accounts  at  Retail  Stores 

A  revolving  charge  account  (also  known  as  an  option  account)  is  any  credit 
account  for  which  the  user  has  the  option  to  pay  the  bill  in  full  or  to  spread 
repayment  over  several  months.  If  the  latter  payment  scheme  is  selected,  a  fixed 
dollar  minimum  or  percentage  of  the  outstanding  balance  must  be  repaid  each 
month.  More  than  two-thirds  of  all  cardholders  maintain  balances,  and  the  aver- 
age customer  takes  more  than  15  months  to  pay  for  the  charges  even  as  other 
charges  are  being  added  to  the  account.  The  user  may  continue  to  make  charges 
against  the  account  as  long  as  the  total  debt  remains  below  the  credit  limit. 
Examples  of  revolving  credit  card  accounts  at  retail  stores  include  JCPenney,  Best 
Buy,  and  Mobil  Oil. 


Revolving  Credit  Card  Accounts  at  Financial  Institutions 

Revolving  charge  accounts  are  also  offered  through  some  6000  commercial 
banks,  savings  and  loan  associations,  and  credit  unions  across  the  United  States 
as  well  as  by  a  number  of  consumer-products  companies  such  as  AT&T,  Dean 
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When  a  Secured  Credit  Card  Is  Appropriate 


Dozens  of  banks  advertise  that  they  will  help  peo- 
ple who  want  a  credit  card  but  are  experiencing  dif- 
ficulty with  obtaining  one  because  they  are  new  to 
use  of  credit  or  have  insufficient  income,  some  past 
delinquencies,  or  a  previous  bankruptcy.  For  such 
borrowers,  lenders  offer  a  secured  credit  card  (also 
called  a  collateralized  credit  card).  This  credit  card 
account  is  secured  by  a  savings  account  opened  at 
the  financial  institution  that  issues  the  card.  If  the 
credit  card  user  fails  to  repay  the  debt,  the  bank  can 
take  legal  action  to  seize  the  funds  in  the  savings 
account. 

Banks  offering  secured  credit  cards  typically 
charge  an  application  fee  (S30  or  more)  and  require 
the  applicant  to  make  a  deposit  of  S300  to  $600 
into  a  savings  account.  The  person  then  receives  a 
credit  limit  in  a  like  amount  on  a  bank  credit  card, 


such  as  Visa  or  MasterCard.  The  savings  account 
balance  cannot  be  withdrawn  as  long  as  the  card  is 
available  for  use.  The  deposit  is  refunded  (with 
interest)  when  the  balance  is  paid  off  and  the 
account  is  closed. 

Secured  credit  cards  are  sometimes  marketed 
through  "900"  telephone  numbers;  the  caller  is 
charged  a  fee  for  the  telephone  call  (often  $30  or 
more)  and  a  nonrefundable  "application  fee"  (per- 
haps another  $30  to  $50).  Shop  locally  for  secured 
credit  to  avoid  these  extra  costs. 

Most  people  do  not  need  a  secured  credit  card, 
but  those  who  have  no  alternative  should  consider 
obtaining  one  from  a  reputable  institution.  Proper 
usage  can  help  improve  the  information  in  the 
cardholder's  credit  file  so  that  the  user  can  later 
qualify  for  a  traditional  unsecured  credit  card. 


Witter  Reynolds,  General  Motors,  and  GTE.  Because  these  accounts  can  be 
accessed  by  a  credit  card  (such  as  Visa,  MasterCard,  and  Discover),  they  are  usu- 
ally called  bank  credit  card  accounts,  or  simply  bank  cards.  Consumers  use 
these  accounts  nationally  and  internationally  in  hundreds  of  thousands  of  retail 
outlets  and  thus  may  obtain  the  widest  selection  of  goods  and  services  through 
this  type  of  credit  card  account.  Note  that  the  actual  lender  is  the  financial  insti- 
tution— not  Visa,  MasterCard,  or  their  counterparts  that  provide  the  electronic 
network  through  which  transactions  are  communicated.  Participating  mer- 
chants pay  transaction  fees  of  2  to  8  percent  for  every  dollar  charged. 

A  cash  advance  is  a  cash  loan  from  a  bank  credit  card  account.  A  transaction 
fee  is  usually  assessed  for  each  cash  advance.  Cash  advances  often  are  subject  to 
a  higher  APR  than  are  purchases,  and  interest  is  assessed  as  soon  as  the  cash 
advance  is  granted.  In  most  cases,  the  borrower  receives  the  cash  advance,  such 
as  from  an  automated  teller  machine  (ATM).  On  other  occasions,  the  funds  are 
transferred  automatically  to  cover  a  check  written  with  insufficient  funds  in  an 
account  via  an  automatic  overdraft  loan. 

Cash  advances  may  be  obtained  at  any  financial  institution  that  issues  the 
type  of  card  being  used.  Many  bank  credit  card  issuers  periodically  send  three  to 
five  convenience  checks  to  their  cardholders  that  enable  the  customers  to  use 
the  "checks"  to  access  their  credit  card  accounts  and  thereby  make  payments  to 
others.  Of  course,  these  instruments  are  not  genuine  demand-deposit  checks  but 
simply  a  check-equivalent  way  to  borrow  money.  If  you  receive  such  but  do  not 
want  to  use  them,  either  put  them  in  a  safe  place  or  destroy  them  immediately, 
as  they  could  be  used  fraudulently  if  lost  or  stolen. 

Some  bank  card  issuers  offer  some  form  of  prestige  card,  such  as  a  "Gold" 
Visa,  "Silver"  MasterCard,  or  "Platinum"  American  Express  card.  These  accounts 
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require  that  the  user  possess  higher  credit  qualifications  and  offer  enhancements 
such  as  free  traveler's  checks  and  a  higher  credit  limit.  Most  holders  of  regular 
bank  credit  cards  do  not  realize  that  they  could  receive  the  higher  credit  limit  on 
their  standard  card  just  by  requesting  one  from  the  issuer.  Prestige  cards  also  may 
carry  higher  annual  fees. 

Some  Visa  and  MasterCards  are  identified  as  affinity  cards — that  is,  standard 
bank  cards  with  the  logo  of  a  sponsoring  organization  imprinted  on  the  face  of 
the  card.  Typically,  the  issuing  financial  institution  donates  a  portion  of  the 
annual  fee  and  a  small  percentage  of  the  amounts  charged  (perhaps  0.25,  0.5,  or 
1  percent)  to  the  sponsoring  organization.  Sponsors  may  include  charitable, 
political,  sports,  or  other  organized  groups,  such  as  the  Sierra  Club  or  Mothers 
Against  Drunk  Driving.  Members  of  the  sponsoring  organizations  may  be  moti- 
vated to  use  an  affinity  card  because  their  organization  receives  money  from 
each  transaction.  Creditors  rightly  calculate  that  fewer  delinquencies  will  occur 
among  the  particular  group  of  people,  so  they  can  afford  to  transfer  some  dol- 
lars to  the  named  organization. 

Travel  and  Entertainment  Accounts 

Travel  and  entertainment  (T&E)  accounts  are  similar  to  bank  credit  cards  in 
that  they  allow  holders  to  make  purchases  at  numerous  businesses;  the  entire 
balance  charged  must  be  repaid  within  30  days,  however.  The  best  known  of 
these  cards  are  American  Express,  Diners'  Club,  and  Carte  Blanche.  T&E  cards  are 
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About  Today's  World  of  Bank  Card  Competition 


Increased  competition  in  the  credit  card  industry 
has  provided  both  opportunities  and  problems  for 
credit  card  users.  Consumers  who  understand  the 
innovations  described  below  can  take  advantage  of 
the  opportunities  and  avoid  the  problems. 

•  Lenders  now  issue  credit  cards  with  fixed  or 
variable  interest  rates.  If  the  interest  rate  is 
variable— that  is,  it  moves  up  or  down  monthly 
according  to  changes  in  some  index  of  the 
lender's  cost  of  funds— the  borrower  may  see 
finance  charges  increase.  Common  indexes  used 
include  the  prime  rate  and  the  federal  funds  rate 
(see  Chapter  1).  The  rate  used  might  be  stated  as 
"prime  plus  8.8  percent."  Thus,  if  the  prime  rate 
is  cunently  6.4  percent,  the  variable  rate  on  the 
card  will  total  15.2  percent. 

•  An  introductory  or  teaser  rate  is  a  temporarily 
low  rate  used  to  entice  a  borrower  to  sign  up  for 


a  new  card.  The  rate  typically  reverts  to  a  much 
higher  fixed  or  variable  rate  after  six  or  12 
months.  Some  borrowers  sequentially  open  new 
accounts  with  introductory  rates  as  introductory 
rates  expire  on  their  existing  accounts  to  main- 
tain low  rates  on  a  balance  owed. 

A  co-branded  card  is  a  normal  bank  credit  card 
issued  by  a  retail  chain  or  manufacturer.  As  an 
example,  Ford  Motor  Company  offers  a  Master- 
Card account.  Users  of  co-branded  cards  often 
pay  reduced  prices  on  the  merchandise  sold  by 
the  retailer  or  manufacturer  (e.g.,  a  new  car),  with 
discounts  pegged  to  the  amounts  charged  to  their 
accounts. 

Some  credit  cards  offer  rebates  that  provide  a  par- 
tial refund  of  charges  made  on  the  cards.  Occasion- 
ally these  rebates  take  the  form  of  frequent  flyer 
miles  on  airlines  cooperating  with  the  plan. 
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HOW 


to... 


Access  a  Personal  Line  of  Credit 


A  personal  line  of  credit  is  a  lending  arrangement 
that  allows  the  borrower  access  to  a  prearranged 
revolving  line  of  credit  provided  by  the  lender  (usu- 
ally a  bank,  savings  and  loan  association,  or  broker- 
age firm).  The  essence  of  a  line  of  credit  is  that  bor- 
rowers can  obtain  a  cash  advance  when  needed  and 
not  reapply  each  time.  Borrowers  access  the  funds 
up  to  their  credit  limit  in  three  ways: 

•  Contact  the  lender  by  telephone,  wire, 
or  in  person. 


•  Use  special  checks,  which  may  be  used  to  make 
purchases  or  be  deposited  into  one's  checking 
account. 

•  Use  a  preapproved  credit  card. 

Like  all  revolving  accounts,  a  personal  line  of  credit 
includes  a  credit  limit  and  a  flexible  repayment 
schedule.  For  a  home-equity  line  of  credit,  the 
equity  in  one's  home  is  used  as  collateral  for  a 
secured  revolving  line  of  credit. 


often  used  by  businesspeople  for  food  and  lodging  expenses  while  traveling. 
They  are  somewhat  more  difficult  to  obtain  than  bank  cards  because  applicants 
must  have  higher-than-average  incomes  to  qualify  for  an  account;  in  addition, 
applicants  must  pay  an  annual  membership  of  $35  or  more.  Furthermore,  T&E 
cards  are  not  accepted  at  nearly  as  many  outlets  as  are  bank  credit  cards.  Travel 
and  entertainment  accounts  are  considered  to  be  prestige  cards,  although,  for 
example,  American  Express  has  more  than  22  million  "prestige"  cards  out- 
standing. 

Other  Forms  of  Open-Ended  Credit 

Service  credit  is  the  credit  granted  to  consumers  by  public  utilities,  physicians, 
dentists,  and  other  service  providers  that  do  not  require  full  payment  when  ser- 
vices are  rendered.  For  example,  your  electric  company  allows  you  to  use  elec- 
tricity all  month  and  then  sends  you  a  bill  that  may  not  be  due  for  ten  to  15 
days.  Service  credit  usually  carries  no  interest,  although  penalty  charges  may 
apply  if  payments  are  made  slowly,  and  future  service  may  be  cut  off  for  contin- 
ued slow  payment  or  for  nonpayment. 

A  budget  account  is  a  more  limited  charge  account.  Users  must  repay  a  spe- 
cific portion  of  the  charged  amount  (usually  one-fourth  to  one-third)  within  30 
days  and  then  pay  the  remainder  over  a  few  months.  People  with  little  or  no 
credit  experience  may  be  able  to  open  a  budget  account  with  some  local  depart- 
ment stores  and  small  specialty  shops. 


□ 


Describe  the  process  of 
opening  a  credit  account 
and  the  procedures  lenders 
use  to  evaluate  credit 
applicants. 


The  Process  for 


an 


pen-Ended  Charge  Account 


Obtaining  credit  requires  that  you  complete  a  credit  application.  Based  on  the 
information  in  the  application,  the  lender  will  have  your  credit  history  investi- 
gated. This  information  is  then  evaluated,  and  the  lender  decides  whether  to 
extend  credit.  If  approved,  you  will  receive  a  credit  card  agreement  that  out- 
lines the  rules  and  fees  associated  with  the  account.  Of  course,  it  is  wiser  to 
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request  and  read  such  information  before  applying  rather  than  after  filling  out 
the  application  form. 


The  Credit  Application 

A  credit  application  is  a  form  or  interview  that  requests  information  that 
reflects  your  ability  and  willingness  to  repay  debts.  The  information  on  credit 
applications  helps  lenders  make  informed  decisions  about  whether  they  will  be 
repaid  by  borrowers.  Answering  questions  completely  and  honestly  both  on  an 
application  form  and  during  an  interview  is  important.  If  inconsistencies  arise, 
the  lender  could  refuse  the  request  for  credit. 

A  recent  study  revealed  that  about  12  percent  of  all  people  applying  for  credit 
are  denied.  Approximately  half  of  the  turndowns  had  no  established  credit  his- 
tory (a  continuing  record  of  a  borrower's  debt  commitments  and  how  well  they 
have  been  honored)  or  their  credit  history  contained  adverse  information.  A  bad 
credit  history  is  like  having  high  blood  pressure — you  may  not  know  you  have  a 
problem  until  something  bad  happens,  such  as  rejection  of  a  loan  application. 
~~ ^*The  Equal  Credit  Opportunity  Act  (ECOA)  of  1975  prohibits  certain  types  of 
unfair  discrimination  (making  distinctions  among  individuals  based  on  unfair 
criteria)  when  granting  credit.  Under  this  act,  the  lender  must  notify  the  appli- 
cant within  30  days  as  to  the  acceptance  or  rejection  of  a  credit  application.  The 


r: 


HOW 


to... 


Establish  a  Good  Credit  History 


j^HMM 


After  examining  a  credit-scoring  chart  (see  page  169), 
most  people  who  are  new  to  the  world  of  credit 
wonder  whether  they  will  ever  get  credit  when  they 
need  it.  The  key  is  to  establish  a  good  credit  history. 
The  following  steps  can  help  you  get  started. 

Establish  both  a  checking  and  a  savings  account. 

Lenders  see  persons  who  can  handle  these  accounts 
as  being  more  likely  to  manage  credit  usage. 

Have  a  telephone  installed  and  billed  in  your  name. 
Most  risk-scoring  systems  view  this  condition  as  a 
positive  factor,  although  the  information  must  be 
offered  voluntarily  because  the  Equal  Credit  Oppor- 
tunity Act  prohibits  inquiries  about  the  topic. 

Request,  acquire,  and  use  an  oil-company  credit  card. 

These  cards  are  not  difficult  to  obtain,  but  should 
one  company  refuse,  simply  apply  to  another  com- 
pany, as  companies'  scoring  systems  differ.  Use  the 
credit  sparingly  and  repay  the  debt  promptly. 


WMMMHOaHl 


Apply  for  a  bank  credit  card. 

Most  bank  card  issuers  have  a  program  of  test  credit 
for  people  who  lack  an  extensive  credit  history.  The 
credit  limit  may  be  low  (perhaps  $300),  but  at  least 
the  opportunity  exists  to  establish  a  credit  rating. 
Later  you  can  request  an  increase  in  the  credit 
limit. 

Ask  a  bank  for  a  small  short-term  cash  loan. 

Putting  these  funds  into  a  savings  account  at  the 
bank  will  almost  guarantee  that  you  will  make  the 
required  three  or  four  monthly  payments.  In  addi- 
tion, the  interest  charges  on  the  loan  will  be  par- 
tially offset  by  the  interest  earned  on  the  savings. 

Pay  off  student  loans. 

Many  people  have  their  first  exposure  to  credit 
through  the  student  loans  they  use  to  attend  col- 
lege. Paying  off  these  loans  quickly  through  a  series 
of  regular  monthly  payments  can  show  prospective 
lenders  that  you  are  a  responsible  borrower. 
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ECOA  also  requires  creditors  to  provide  the  applicant  with  a  written  statement, 
if  requested,  of  the  reasons  for  refusing  credit.  Rejecting  a  credit  application  due 
to  poor  credit  history  is  legal.  In  contrast,  rejecting  a  person  on  the  basis  of  gen- 
der, race,  age,  national  origin,  religion,  or  receipt  of  Social  Security  or  public 
assistance  is  illegal.  Credit  applications  cannot  probe  for  information  that  could 
be  used  in  a  biased  manner,  such  as  marital  status  and  childbearing  plans.  (Appli- 
cants may  offer  such  information  voluntarily,  however.)  If  discrimination  is 
proved  in  court,  the  lender  may  be  liable  for  up  to  510,000  in  fines. 

A  creditor  cannot  require  an  applicant  to  disclose  income  from  alimony,  sep- 
arate maintenance  payments,  or  child  support  payments.  If  the  borrower  wants 
this  income  to  be  counted  in  evaluating  the  application,  the  creditor  can  con- 
sider whether  that  income  stream  is  consistently  received.  Information  about  a 
spouse  or  former  spouse  may  not  be  requested  unless  the  spouse  will  use  the 
account,  it  is  a  joint  account,  or  repayment  of  debts  will  rely  on  the  spouse's 
income  or  other  financial  support.  The  law  requires  that  credit  granted  in  both 
spouses'  names  must  be  used  to  build  a  credit  history  for  both  parties  as  well  as 
for  each  individual. 

The  Credit  Investigation 

Upon  receiving  your  completed  credit  application,  the  lender  generally  conducts 
a  credit  investigation  and  compares  that  information  with  the  information  on 
your  application.  Credit  information  is  generally  obtained  from  a  credit  bureau 
that  keeps  records  of  borrowers'  credit  histories  for  creditors  to  review.  Credit 
bureaus  compile  information  from  various  merchants,  utility  companies,  banks, 
court  records,  and  creditors.  Most  of  the  more  than  2000  local  credit  bureaus 
belong  to  national  groups  that  have  access  to  the  credit  histories  of  more  than 
160  million  people. 

Members  (lenders  that  also  provide  data  to  a  credit  bureau)  pay  both  an 
annual  charge  and  a  specific  fee  for  each  credit  report  requested.  Nonmember 
lenders  must  pay  higher  fees  to  receive  these  reports. 


Credit  bureaus  are  required  by  law  to  provide  con- 
sumers with  a  credit  report  upon  request.  A  report 
is  free  if  it  was  used  to  deny  credit  within  the  past 
60  days;  otherwise  a  modest  fee  may  be  charged  for 
a  report.  To  obtain  a  report,  you  should  provide  the 
credit  bureau  with  the  following  information: 

•  Your  full  name,  including  Jr.,  Ill,  or  other  titles 

•  Your  current  and  previous  addresses  for  the  last 
five  years 

•  Your  spouse's  first  name 

•  Your  Social  Security  number  and  year  of  birth 


For  privacy  reasons  you  should  sign  your 
request  and  provide  a  photocopy  of  your  driver's 
license  or  other  proof  of  your  current  address. 
Equifax  [(800)  685-1111],  TransUnion  [(800)  916- 
8800],  and  Experian  [(800)  682-7654]  are  the  three 
largest  national  groups  of  credit  bureaus.  They  pro- 
vide consumers  with  copies  of  their  credit  report 
for  a  nominal  fee.  You  may  also  ask  to  have  your 
name  withheld  when  they  sell  lists  of  consumers 
for  credit  card  marketing  purposes  for  two  years  by 
calling  one  number  [(888)  576-8688]. 
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Credit  Ratings  and  Risk  Scoring 

A  credit  rating  is  an  evaluation  of  a  person's  previous  credit  experience.  Credit 
ratings  may  be  determined  in  a  subjective  manner  or  by  using  a  credit  scoring 
system  (also  known  as  risk  scoring  or  behavior  scoring)  in  which  a  statistical 
measure  is  used  to  rate  applicants  on  the  basis  of  various  factors  relevant  to  cred- 
itworthiness. This  process  involves  tracking  the  bill-paying  patterns  and  other 
important  characteristics  of  credit  users  to  develop  a  statistical  profile  that  seeks 
to  predict  future  performance  as  a  credit  risk.  Important  characteristics  typically 


Did  You 


KNOW 


Your  Score  as  a  Credit  Risk 


Creditors  are  interested  in  extending 
credit  to  people  who  are  likely  to 
repay  their  debts  and  avoiding  those 
who  are  most  likely  to  default  on 
their  debts.  The  risk-scoring  system 
shown  here  is  hypothetical.  Real  sys- 
tems are  more  precise  and  complex, 
and  often  involve  24  or  more  factors. 
The  required  number  of  points  for 
approval  might  be  as  follows:  local 
department  store  credit  card  (70),  oil 
company  credit  card  (74),  major 
department  store  credit  card  (78), 
bank  credit  card  (82),  and  travel  and 
entertainment  card  (90).  From  the 
information  provided,  circle  the 
points  appropriate  for  yourself  and 
total  the  number  to  obtain  an 
impression  of  yourself  as  a  credit  risk. 

Although  these  numbers  are  for 
purposes  of  illustration  only,  people 
with  higher  scores  are  likely  to  be 
better  credit  risks  than  those  with 
lower  scores,  assuming,  of  course, 
that  the  person  does  not  already 
have  too  much  debt.  The  scores 
needed  for  approval  vary  among 
creditors,  however,  and  depend  upon 
economic  conditions,  a  creditor's 
profit  target,  and  its  tolerance  of  risk. 
Some  lenders  have  "red  flags,"  such 
as  bankruptcy,  for  which  they  will 
deny  credit  regardless  of  an  appli- 
cant's overall  score. 


Length  of  residence: 

Bank  accounts: 

Less  than  1  year 

1 

Checking  and  savings 

20 

1-3  years 

5 

Savings  only 

8 

4-5  years 

10 

Checking  only 

6 

6-9  years 

14 

Current  bank  loans: 

10  or  more  years 

20 

One  or  more 

5 

Housing  residence: 

None 

0 

Own 

15 

Small-loan  company  loans 

Rent 

5 

Two  or  more 

-10 

Other 

1 

One 

-5 

Years  at  current  job: 

Telephone: 

Less  than  1  year 

1 

Yes 

8 

1-2  years 

5 

No 

0 

3-5  years 

10 

Bank  credit  cards: 

6-9  years 

15 

Yes 

8 

10  or  more  years 

20 

No 

0 

Annual  family  income: 

Travel/entertainment  cards 

Less  than  $10,000 

2 

Two  or  more 

0 

$10,000-$19,999 

6 

One 

5 

$20,0OO-$29,999 

8 

Zero 

10 

$30,000-549,999 

18 

$50,000  and  over 

20 

Department  store  cards: 

Two  or  more 

0 

Age  in  years: 

One 

3 

Under  21 

0 

Zero 

8 

21-24 

4 

Credit  bureau  information 

25-34 

9 

35-44 

11 

Excellent  or  satisfactory 

on  3+  accounts 

20 

45-54 

12 

55-62 

13 

Excellent  or  satisfactory 

on  1-2  accounts 

6 

63-65 

14 

No  record 

-5 

Over  65 

15 

Derogatory  only 

-20 
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include  income,  length  of  employment,  home  ownership  status,  and  credit 
history. 

In  the  credit  rating  procedure,  creditors  either  determine  credit  scores  them- 
selves or  rely  upon  a  credit  bureau  to  develop  and  provide  scores.  In  all  cases,  the 
actual  decision  to  grant  credit  is  made  by  the  lender.  Consumers  do  not  usually 
see  their  credit  scores.  When  a  credit  bureau  develops  its  own  point  system  to 
help  credit  granters  assess  credit  applications,  the  bureau  needs  to  disclose  these 
scores.  Credit  reports  are  often  used  for  employment  and  insurance  applications. 

Risk  scoring  allows  creditors  or  credit  bureaus  to  categorize  credit  users 
according  to  the  level  of  risk.  Under  the  concept  of  tiered  pricing,  lenders  offer 
lower  interest  rates  to  their  customers  having  highest  credit  scores  while  charg- 
ing steep  rates  to  higher-risk  borrowers.  This  difference  represents  another  rea- 
son to  make  sure  that  your  credit  bureau  file  is  accurate.  Risk  scoring  also  per- 
mits identification  of  borrowers  who  perhaps  should  have  their  credit  limit 
increased  or  lowered,  as  well  as  those  who  could  receive  special  marketing 
appeals. 


Correct  Your  Credit  History 


The  objective  of  the  Fair  Credit  Reporting  Act 
(FCRA)  is  to  place  certain  restrictions  on  credit 
bureaus  in  an  effort  to  reduce  errors  in  credit 
reports.  The  law  requires  that  reports  contain  accu- 
rate, relevant,  and  recent  information,  and  that 
only  bona  fide  users  be  permitted  to  review  a  file 
for  approved  purposes.  One  in  five  complaints  to 
the  Federal  Trade  Commission  involves  credit 
bureaus. 

FCRA  is  partially  enforced  by  credit-using  con- 
sumers. For  example,  if  you  are  denied  credit,  insur- 
ance, or  employment  because  of  information  con- 
tained in  a  credit  bureau  report,  the  law  requires 
that  you  be  provided  with  the  name  and  address  of 
any  credit  bureau  that  supplied  information  about 
you.  You  then  have  30  days  to  request  a  free  sum- 
mary of  the  contents  of  your  file  from  the  credit 
bureau;  the  bureau  must  provide  the  consumer 
with  a  copy  of  the  same  report  it  would  send  to  a 
lender. 

If  you  dispute  an  item,  the  law  requires  that  it 
must  be  reinvestigated  by  the  credit  bureau.  If  the 
bureau  cannot  complete  its  investigation  within  30 
days,  it  must  drop  the  information  from  your  credit 
file.  If  the  information  was  in  enor,  it  must  be  cor- 
rected. If  the  credit  bureau  refuses  to  make  a  correc- 


tion (perhaps  because  the  information  was  "techni 
cally  correct"),  you  also  may  wish  to  provide  your 
version  of  the  disputed  information  (in  100  words 
or  less)  by  adding  a  consumer  statement.  All  new 
information  (corrections  or  your  side  of  the  story) 
must  be  sent  to  anyone  who  received  a  credit 
report  on  you  in  the  previous  six  months. 

Negative  information  in  your  file  is  generally 
not  reportable  after  a  period  of  seven  years  (except 
for  bankruptcy  data,  for  which  the  time  limit  is  ten 
years).  If  you  have  applied  for  life  insurance  or  cer- 
tain employment,  your  file  may  include  comments 
from  neighbors  and  friends  about  your  morals,  liv- 
ing habits,  and  personal  information.  For  these 
kinds  of  investigations,  you  must  be  informed 
when  a  report  is  being  compiled. 

Some  people  are  denied  credit  with  the  nota- 
tion of  "insufficient  credit  file"  or  "no  credit  file." 
In  such  cases,  the  credit  file  may  not  contain  infor- 
mation on  all  of  the  accounts  the  applicant  has  had 
with  creditors  because  not  all  creditors  automati- 
cally report  information  to  credit  bureaus.  To  avoid 
this  difficulty,  provide  your  local  credit  bureau  with 
all  appropriate  information  that  can  verify  the 
accounts  you  have  now  or  had  in  the  past. 
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Many  companies  interested  in  expanding  their  base  of  credit  customers  pay 
credit  bureaus  to  prescreen  their  files  and  identify  people  who  pass  certain  tests 
of  creditworthiness.  The  company  then  sends  the  prescreened  people  an  appli- 
cation for  credit.  Some  have  been  preapproved  and  need  only  sign  the  notice  to 
open  the  account.  Note  that  being  preapproved  means  only  that  you  will  be 
granted  credit.  The  credit  card  debt  limit  will  be  determined  after  you  apply. 


BJ   Manage  your  credit 
card  and  charge  accounts 
properly. 


Managing  a  Charge  Account 

Credit  can  be  a  positive  tool  in  personal  financial  management  when  used 
appropriately.  The  key  is  to  manage  credit  use,  which  requires  that  you  under- 
stand and  monitor  your  credit  statements  and  understand  how  finance  charges 
are  computed. 


Credit  Statements 

Active  charge  account  holders  receive  a  monthly  credit  statement  (also  called  a 
periodic  statement)  that  summarizes  the  charges,  payments,  finance  charges, 
and  other  activity  on  the  account.  The  significant  features  of  credit  statements 
are  the  billing  date,  due  date,  grace  period,  payment  schedule,  and  credit  receipts 
obtained.  You  also  need  to  know  how  to  correct  errors  in  your  credit  statements. 
Figure  6.1  on  the  following  page  shows  a  monthly  statement  for  a  credit  card. 

Billing  Date  The  billing  date  (sometimes  called  the  statement  date  or  closing 
date)  is  the  last  day  of  the  month  for  which  any  transactions  are  reported  on  the 
statement.  In  Figure  6.1,  this  date  is  5/22/00.  Any  transactions  or  payments 
made  after  this  date  will  be  recorded  on  the  following  month's  credit  statement. 
The  statement  is  mailed  to  the  cardholder  a  day  or  so  after  the  billing  date.  The 
billing  date  is  generally  the  same  day  of  each  month,  and  the  time  period 
between  billing  dates  is  referred  to  as  the  billing  cycle. 

Due  Date  The  due  date  is  the  specific  day  by  which  the  credit  card  company 
should  receive  payment  from  you.  In  Figure  6.1,  this  date  is  6/17/00.  The  period 
between  the  billing  date  and  the  due  date — usually  20  to  25  days  (with  20  days 
becoming  more  common) — represents  the  time  allowed  for  statements  and  pay- 
ments to  be  mailed  and  for  the  borrower  to  make  arrangements  to  pay.  Federal 
law  states  that  bills  must  be  mailed  to  cardholders  at  least  14  days  before  pay- 
ments are  due.  If  payment  is  received  later  than  the  due  date,  the  customer  is 
likely  to  be  assessed  a  late  fee  ranging  from  $10  to  $15.  Even  if  a  late  fee  is  not 
assessed,  a  credit  bureau  may  be  notified  of  slow  payment.  If  no  payment  is 
received  by  the  due  date,  the  cardholder  may  be  declared  in  default  (the  bor- 
rower has  failed  to  make  a  payment  of  principal  or  interest  when  due  or  has  not 
met  another  key  requirement  of  a  legal  credit  agreement).  The  company  will 
then  begin  collection  efforts,  often  by  mailing  a  "first  notice"  that  a  payment  is 
overdue. 

Transaction  and  Posting  Dates  The  date  that  a  credit  cardholder  makes  a  pur- 
chase (or  receives  a  credit  as  described  below)  is  known  as  the  transaction  date. 
In  the  past,  several  days  would  pass  before  the  credit  card  company  was 
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Figure  6.1 


Sample  Statement  for  a  Revolving  Charge  Account 


BANK  CARD  SERVICE  CENTER 

PO  BOX  2947 

PIKEVILLE   KY   41502-2947 


PLEASE  INDICATE 

NAME  OR  ADDRESS 

CHANGE  HEBE 


0006 


15.00    0.00   06/17/00  $696.04  4444  1111  2222  3333  $ 


PLEASE  COMPLETE  AND  ENCLOSE  TOP  PORTION  WrTH  PAYMENT 


PIKEVILLE  NATIONAL  BANK 

PO  BOX  2947 

PIKEVILLE   KY   41502-2947 


I..MU..I.II.I....I.IU.I 

Elizabeth  Mountbatten 
825  Kentucky  Parkway 
Lexington,  KY  40509 


FOR  CUSTOMER  SERVICE  INQUIRIES  CALL 


800-426-9444 


4444  1111  2222  3333   2,000  1.304 


mA-cTnlr  REFERENCE  NUMBER  CHARGES,  PAYMENTS,  CREDITS  AND  ADJUSTMENTS  SINCE  LAST  STATEMENT  !        AMOUNT 

TRANS.     POST. 


011223344 
022333121 

142111321 


PREVIOUS  BALANCE 
HARD  ROCK  CAFE 
WAL-MART 

PAYMENT  RECEIVED 
WAL-MART 


PURCHASES        ADJUSTMENTS 


FINANCE 
CHARGE 


600.00 
17.25 

104.50 
15.00 
21.00- 


10.29     ^69^^^| 


AN  AMOUNT  FOLLOWED  BY  A  MINUS  SIGN  (-)  IS  A  CREDIT  OR  A  CREDIT  BALANCE  UNLESS  OTHERWISE  INDICATED. 
Send  Inquiries  To:  BANK    CARD   SERVICE   CENTER   PO    BOX   2947    PIKEVILLE   KY   415022947 


AVERAGE 

DAILY 
BALANCE 

MONTHLY 

PERIODIC 

RATF 

ANNUAL 

PERCENTAGE 

RATES 

PURCHASES 

b8fi.31 

1.5                  * 

18.0         * 

CASH  AOVANCES 

0.00 

1.5           % 

18.0         % 

Source:  Courtesy  of  Pikeville  National  Bank,  Pikeville,  KY. 
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informed  of  the  transaction  and  the  charge  posted  to  the  account  (on  the  post- 
ing date).  With  the  increased  use  of  magnetic  strip  readers  at  retailers,  these 
dates  may  be  concurrent,  with  both  matching  the  date  the  clerk  "swipes"  the 
card  through  the  reader.  Interest  is  charged  from  the  posting  date  unless  a  grace 
period  is  offered;  some  lenders  charge  interest  from  the  transaction  date. 

Grace  Period  A  grace  period  is  the  time  period  between  the  posting  date  of  a 
transaction  and  the  due  date,  within  which  any  new  credit  card  purchases  made 
during  the  billing  cycle  will  avoid  finance  charges.  Most  cards  provide  a  grace 
period  only  if  the  previous  month's  total  balance  was  paid  in  full  and  on  time. 
About  30  percent  of  all  cardholders  pay  their  bills  in  full  by  the  due  date  and 
receive,  in  effect,  an  interest-free  loan  on  their  new  purchases  during  the  next 
billing  cycle.  An  increasing  number  of  cards  do  not  offer  a  grace  period  even  if 
the  balance  is  paid  in  full  each  month.  In  Figure  6.1,  the  cardholder  has  a  previ- 
ous unpaid  balance,  $600,  and  was  charged  interest  on  the  unpaid  balance  as 
well  as  on  the  new  charges  made  within  the  billing  cycle  from  the  date  they  were 
posted  to  the  account.  Thus,  this  example  contains  no  grace  period. 

Minimum  Payments  To  meet  his  or  her  obligations,  a  borrower  must  make  a 
minimum  payment  monthly  that  is  no  smaller  than  required  by  the  creditor. 
In  Figure  6.1,  the  cardholder  has  two  options:  pay  the  total  amount  due 
($696.04),  or  make  at  least  the  minimum  payment  of  $15.  If  the  borrower  pays 
the  full  amount  due,  finance  charges  on  new  purchases  in  the  next  billing  cycle 
generally  can  be  avoided.  If  a  partial  payment,  such  as  the  "total  minimum  pay- 
ment due"  of  $15  is  made,  additional  finance  charges  will  be  assessed  and  will 
be  payable  the  following  month. 

Credit  for  Merchandise  Returns  and  Errors  If  you  return  merchandise  bought 
on  credit,  the  merchant  will  issue  you  a  credit  receipt — written  evidence  of  the 
items  returned  that  notes  the  specific  amount  of  the  transaction.  In  essence,  the 
amount  of  the  merchandise  credit  is  charged  back  to  the  credit  card  company 
and  eventually  to  the  merchant.  A  credit  may  also  be  granted  by  the  credit  card 
company  when  a  billing  error  has  been  made  (this  topic  is  discussed  later  in  this 
chapter)  or  an  unauthorized  transaction  appears.  Credits  obtained  in  the  current 
month  should  appear  on  the  next  monthly  statement  as  a  reduction  of  the  total 
amount  owed.  The  credit  statement  in  Figure  6.1  shows  a  $21.00  credit. 

Correcting  an  Error  on  Your  Credit  Card  Statement  The  Fair  Credit  Billing  Act 
„(FCBA)  went  into  effect  in  1975  to  help  people  who  wish  to  dispute  billing  errors 
on  revolving  credit  accounts.  In  effect,  the  FCBA  permits  a  chargeback — that  is, 
the  amount  of  the  transaction  is  charged  back  to  the  business  where  the  trans- 
action originated.  Withholding  payment  to  a  credit  card  company  is  permitted 
when  the  cardholder  alleges  that  a  mathematical  error  has  been  made  in  a  billing 
statement,  when  fraudulent  use  of  the  card  appears  to  have  occurred,  or  when 
(within  certain  reasonable  limitations)  a  goods  and  service  dispute  asserts  that 
the  charges  were  for  faulty,  damaged,  shoddy,  defective,  or  poor-quality  goods 
and  services  and  you  made  a  good  faith  effort  to  try  to  correct  the  problem  with 
the  merchant.* 

For  goods  and  services  disputes,  the  FCBA  applies  only  to  charges  of  more  than  $50  made  in  your 
home  state  or  within  100  miles  of  your  current  mailing  address.  Most  lenders  apply  the  spirit  of 
the  Fair  Credit  Billing  Act  to  any  goods  and  services  disputes,  regardless  of  the  geographic  dis- 
tances involved. 


174  PART   2     Money  Management 


You  must  make  a  billing  error  complaint  within  60  days  after  the  date  the 
first  bill  containing  the  error  was  mailed  to  you.  The  lender  then  has  30  days  to 
acknowledge  your  notification  and,  within  90  days,  must  either  correct  the  error 
permanently,  return  any  overpayment  (if  requested),  or  provide  evidence  of  why 
it  believes  the  bill  to  be  correct  (such  as  a  copy  of  a  charge  slip  you  supposedly 
signed).  To  secure  their  own  evidence,  some  credit  card  issuers  now  use  signa- 
ture capture  whereby  you  sign  for  the  purchase  on  an  electronic  pad  providing 
an  instantaneous  computerized  record  to  verify  the  signature  and  record  the  pur- 
chase. In  addition,  some  retailers  that  issue  their  own  credit  cards  use  photo 
checkout  whereby  the  account  holder's  photograph  is  stored  in  the  company's 
computer  and  appears  on  the  terminal  when  a  purchase  is  made  with  the  card. 

While  the  dispute  is  being  investigated,  creditors  cannot  assess  interest  on  or 
apply  penalties  for  nonpayment  of  the  disputed  amount,  send  dunning  letters 
(notices  that  make  insistent  demands  for  repayment),  or  send  negative  informa- 
tion about  your  account  to  a  credit  bureau  without  stating  that  "some  items  are 
in  dispute."  A  lender  that  does  not  follow  the  procedures  correctly  cannot  col- 
lect the  first  $50  of  the  questioned  amount,  even  if  the  bill  was  correct.  Back 
interest  and  penalties  may  be  owed  if  the  disputed  item  is  proved  to  be  legiti- 
mately owed. 

You  should  take  several  actions  when  disputing  an  item  on  a  billing 
statement. 

1.  Send  a  written  notice  of  the  error  to  the  credit  card  issuer.  The  notice  must 
be  in  writing  to  qualify  for  the  protections  provided  under  the  Fair  Credit 
Billing  Act.  Instead  of  sending  the  notice  to  the  same  address  where  repay- 
ments are  normally  remitted,  examine  the  billing  statement  thoroughly  for 
an  address  under  the  heading  "Send  Inquiries  to"  or  something  similar. 

2.  Provide  photocopies  (not  originals)  of  any  necessary  documentation.  Keep 
the  originals  to  challenge  any  finding  by  the  company  that  no  error 
occurred. 

3.  Withhold  payment  for  disputed  items.  If  possible,  pay  the  remaining  amount 
owed  in  full  to  isolate  a  disputed  item.  Under  the  provisions  of  the  FCBA,  the 
company  must  immediately  credit  your  account  for  the  amount  in  dispute. 

4.  After  the  dispute  has  been  settled,  review  your  credit  bureau  file  to  ensure 
that  it  does  not  include  information  regarding  your  refusal  to  repay  the  dis- 
puted amount. 


Computation  of  Finance  Charges 

Companies  that  issue  credit  cards  must  tell  consumers  the  annual  percentage 
rate  (APR)  applied  as  well  as  what  method  they  use  to  compute  the  finance 
charges.  In  addition,  they  must  disclose  the  periodic  rate,  which  is  the  APR  for 
a  charge  account  divided  by  the  number  of  billing  cycles  per  year  (usually  12). 
For  example,  a  periodic  rate  of  1.5  percent  per  month  would  result  from  an  APR 
of  approximately  18  percent  (actually  a  bit  higher  because  of  compounding), 
and  both  figures  must  be  disclosed.  Typically,  the  finance  charge  is  calculated  by 
first  computing  the  average  daily  balance — the  sum  of  the  outstanding  bal- 
ances owed  each  day  during  the  billing  period  divided  by  the  number  of  days  in 
the  period.  The  periodic  rate  is  applied  against  that  balance. 
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The  method  of  computing  the  average  daily  balance  is  a  critical  feature  of 
charge  accounts  and  can  be  confusing.  Several  legally  permitted  computational 
approaches  can  push  the  effective  interest  rates  higher  than  the  stated  APR.  Espe- 
cially problematic  is  the  two-cycle  average  daily  balance  method. 

To  illustrate  the  calculation  of  the  finance  charge,  consider  an  account  with 
a  31-day  billing  cycle  with  an  18  percent  APR.  Assume  that  the  beginning  bal- 
ance of  $190  was  owed  for  the  first  ten  days.  For  the  next  11  days  the  balance 
was  $140,  reflecting  a  $50  payment  made  on  the  eleventh  day.  The  balance  was 
$350  for  the  final  ten  days,  reflecting  a  $210  purchase  on  the  twenty-second  day. 
The  average  daily  balance  is  $223.87  [(10  x  $190  =  $1900)  +  (11  x  $140  = 
$1540)  +  (10  x  $350  =  $3500)  =  $6940  -  31  =  $223.87].  Thus,  a  periodic  rate 
of  1.5  percent  (18  percent  APR  divided  by  12)  is  multiplied  by  the  average  daily 
balance  of  $223.87,  resulting  in  a  finance  charge  of  $3.36  ($223.87  x  0.015). 
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Calculating  Average  Daily  Balances 
Affects  Finance  Charges 


Four  methods  are  commonly  used  to  calculate  the 
average  daily  balance  on  a  credit  card  billing 
statement: 

Average  daily  balance  excluding  new  purchases. 

In  this  case,  the  cardholder  pays  interest  only  on 
any  balance  left  over  from  the  previous  month. 

Average  daily  balance  including  new  purchases 
with  a  grace  period. 

The  balance  calculation  includes  the  balance  from 
the  previous  month  and  any  charges  made  during 
the  billing  cycle.  The  grace  period  allows  for  the 
exclusion  of  charges  made  during  the  billing  cycle 
only  //the  balance  from  the  previous  billing  cycle 
was  zero. 

Average  daily  balance  including  new  purchases 
with  no  grace  period. 

The  balance  from  the  previous  month  and  any 
charges  made  during  the  billing  cycle  are  included 
in  the  balance  calculation,  even  if  the  previous 
month's  balance  was  paid  in  full. 

Two-cycle  average  daily  balance  including  new  purchases. 

This  method  is  the  least  favorable  for  consumers.  It 
eliminates  the  grace  period  on  new  purchases  made 
during  the  current  billing  cycle  and  it  retroactively 
eliminates  the  grace  period  for  the  previous  month 
each  time  the  account  carries  a  balance.  The 


method  effectively  doubles  the  finance  charges 
and  is  a  device  for  advertising  one  interest  rate  and 
charging  another.  Unlike  the  one-cycle  systems 
where  each  billing  cycle  stands  alone,  you  must  pay 
off  your  balance  for  at  least  two  months  to  avoid 
finance  charges. 

The  chart  below  illustrates  how  cardholders  can 
sometimes  be  horribly  (and  legally)  overcharged. 
The  example  demonstrates  how  finance  charges 
vary  for  a  hypothetical  situation  where  a  borrower 
charges  $1000  per  month  and  pays  only  the  mini- 
mum payment,  except  for  every  third  month  when 
the  balance  is  paid  in  full.  Executing  this  scheme 
four  times  over  the  course  of  a  year  would  result  in 
the  following  finance  charges  under  the  three  most 
common  ways  of  computing  the  average  daily  bal- 
ance and  for  low-,  average-,  and  high-interest  cards. 


Annual  Percentage  Rate  (APR) 
12.0%      17.3% 


Average  Daily  Balance  $40.00    $57.60    $66.00 

(excluding  new  purchases) 

Average  Daily  Balance  80.00     115.20      132.00 

(including  new  purchases)* 

Two-Cycle  Average  120.00     172.80     198.00 

Daily  Balance  (including 
new  purchases) 

*  This  is  the  most  common  method  used  by  credit  card  issuers. 
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Summary 

1.  Borrowers  use  installment  and  noninstall- 
ment  credit.  Open-ended  credit  is  an  exam- 
ple of  the  latter  form  of  credit. 

2.  People  borrow  for  financial  emergencies,  to 
have  goods  immediately,  and  to  obtain  dis- 
counts in  the  future.  Perhaps  the  greatest  dis- 
advantage of  credit  use  is  the  ensuing  loss  of 
financial  flexibility  in  personal  money  man- 
agement. The  annual  percentage  rate  (APR) 
provides  the  best  approximation  of  the  true 
cost  of  credit. 

3.  Open-ended  credit  permits  repeated  access  to 
.  credit  without  a  new  application  each  time 

money  is  borrowed.  The  consumer  may 
choose  to  repay  the  debt  in  a  single  payment 
or  to  make  a  series  of  payments  of  varying 
amounts.  Revolving  charge  accounts  and 
travel  and  entertainment  credit  cards  are  the 
most  commonly  used  open-ended  credit 
accounts. 

4.  In  the  process  of  opening  a  credit  account, 
the  lender  generally  conducts  an  investiga- 
tion into  your  credit  history  and  assigns  a 
credit  score  to  the  application. 

5.  Credit  card  statements  provide  a  monthly 
summary  of  credit  transactions  and  the  cal- 
culation of  any  finance  charges.  Credit  card 
issuers  compute  finance  charges  by  multiply- 
ing the  average  daily  balance  by  the  periodic 
interest  rate. 


Key  Words  &  Concepts 


annual  percentage  rate  (APR) 
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chargeback        1 73 
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credit  limit        158 
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grace  period        173 

introductory  rate        165 

open-ended  credit       158 

periodic  rate        174 

revolving  charge  account 

secured  credit  card        164 

tiered  pricing        170 

two-cycle  average  daily  balance  including  new 

purchases       175 
unfair  discrimination        167 


Questions  for  Thought  &  Discussion 

1 .  Describe  the  relationship  between  a  lender  and 
borrower  that  leads  to  successful  credit  use. 

2.  Identify  the  five  C's  of  credit,  and  give  an 
example  of  each. 

3.  Distinguish  between  installment  credit  and 
open-ended  credit. 

4.  What  two  items  of  credit-cost  information 
must  lenders  report  according  to  the  Truth  in 
Lending  Act? 

5.  Give  six  reasons  to  justify  using  consumer 
credit. 

6.  List  three  inappropriate  uses  of  credit  cards. 

7.  Describe  four  problems  and  disadvantages 
with  credit  use. 

8.  What  are  usury  laws?  Why  can  you  not 
assume  that  your  state's  laws  will  apply  to  a 
particular  credit  agreement? 

9.  What  two  benefits  or  privileges  might  the 
cardholder  receive  from  a  bank  credit  card 
account  that  are  typically  not  available  from 
a  revolving  charge  account  at  a  retail  store? 

10.  Identify  the  conditions  necessary  before  a 
credit  card  holder  can  be  liable  for  $50  for 
charges  on  a  lost  credit  card. 

11.  Distinguish  between  a  travel  and  entertain- 
ment credit  card  account  and  a  bank  credit 
card  account. 

12.  Distinguish  between  a  fixed  and  a  variable 
rate  credit  card. 

13.  Why  should  borrowers  be  cautious  about 
teaser  rates? 
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14.  Describe  how  a  budget  charge  account  works. 

15.  Explain  what  a  secured  credit  card  is  and 
who  might  consider  obtaining  one. 

16.  Summarize  what  a  credit  investigation 
involves. 

17.  List  some  of  the  provisions  of  the  Equal 
Credit  Opportunity  Act. 

18.  List  the  consumer  rights  outlined  by  the  Fair 
Credit  Reporting  Act. 

19.  Describe  the  process  of  risk  scoring. 

20.  Explain  why  some  creditors  offer  tiered  inter- 
est rates. 

21.  What  are  the  most  important  factors  that  go 
into  scoring  a  credit  risk? 

22.  Name  and  describe  briefly  courses  of  action 
you  can  take  to  demonstrate  that  you  can 
manage  credit  effectively. 

23.  What  types  of  information  are  provided  on  a 
credit  statement? 

24.  Summarize  how  you  should  go  about  cor- 
recting an  error  on  a  credit  card  bill. 

25.  Summarize  the  steps  that  creditors  use  when 
computing  the  monthly  finance  charges  for 
a  revolving  credit  card  account. 

26.  Which  method  of  computing  average  daily 
balances  is  least  attractive  to  the  consumer, 
and  why? 


DECISION-MAKING  CASES 

Case  1    Preparation  of  a  Credit-Related  Speech 

Fred  Marchese,  of  Auburn,  Alabama,  is  the  credit 
manager  for  a  regional  chain  of  department  stores. 
He  has  been  asked  to  join  a  panel  of  community 
members  and  make  a  ten-minute  speech  to  gradu- 
ating high-school  seniors  on  the  topic  "Using 
Credit  Wisely."  Fill  in  the  following  outline  Fred 
has  prepared  with  things  that  he  can  say: 

(a)  What  consumer  credit  is 

(b)  Reasons  for  using  credit 

(c)  How  graduates  can  use  credit  wisely 

Case  2    A  Delayed  Report  of  a  Stolen  Credit  Card 

Joan  Craycraft,  of  Athens,  Georgia,  had  taken  her 


sister-in-law  Julia  Johnson  out  for  an  expensive 
lunch.  When  it  came  time  to  pay  the  bill,  Joan 
noticed  that  her  Visa  credit  card  was  missing,  so 
she  paid  the  bill  with  her  MasterCard.  While  dri- 
ving home,  Joan  remembered  last  using  the  Visa 
card  about  a  week  earlier,  and  she  started  to 
become  concerned  that  a  sales  clerk  or  someone 
else  could  have  taken  it  and  might  be  fraudulently 
charging  purchases  on  her  card. 

(a)  Summarize  Joan's  legal  rights  in  this  situation. 

(b)  Discuss  the  likelihood  that  Joan  will  be  made  to 
pay  Visa  for  any  illegal  charges  to  the  account. 


Financial  Math  Questions 

1.  Jannelle  Sampson,  an  antiques  dealer  from 
Sarasota,  Florida,  received  her  monthly 
billing  statement  for  April  for  her  Master- 
Card account.  The  statement  indicated  that 
she  had  a  beginning  balance  of  $600,  on  day 
5  she  charged  $150,  on  day  12  she  charged 
$300,  and  on  day  15  she  made  a  $200  pay- 
ment. Out  of  curiosity  Jannelle  wanted  to 
confirm  that  the  finance  charge  for  the 
billing  cycle  was  correct. 

(a)  What  was  Jannelle's  average  daily  balance 
for  April  without  new  purchases? 

(b)  What  was  her  finance  charge  on  the  bal- 
ance in  (a)  if  her  APR  is  19.2%? 

(c)  What  was  her  average  daily  balance  for 
April  with  new  purchases? 

(d)  What  was  her  finance  charge  on  the  bal- 
ance in  (c)  if  her  APR  is  19.2%? 

(e)  What  was  her  finance  charge  using  the 
two-cycle  average  daily  balance  if  her 
average  daily  balance  for  March  was 
$800?  (Hint:  Add  the  March  average  daily 
balance  to  the  April  average  daily  bal- 
ance, and  then  divide  by  2  to  obtain  the 
two-cycle  average  daily  balance.) 

2.  Elizabeth  Mountbatten  is  curious  about  the 
accuracy  of  her  average  daily  balance  as 
shown  on  her  most  recent  credit  card  billing 
statement  provided  in  Figure  6.1  on  page 
172.  Use  the  posting  dates  for  her  account  to 
calculate  the  average  daily  balance  and  com- 
pare it  to  that  shown  on  the  statement. 
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MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Have  a  Billing  Dispute 

Maria  Hernandez  was  reviewing  her  recent  Visa 
account  statement  when  she  found  two  charges 
on  her  credit  card  statement  that  she  and  Victor 
could  not  have  made.  The  charges  involved  rental 
of  a  hotel  room  and  purchase  of  a  meal  on  the 
same  day  in  a  distant  city.  These  charges  totaled 
$219.49  out  of  the  $367.89  balance  for  the 
month. 

1.  What  payment  should  Maria  make  on  the 
account? 

2.  How  should  she  notify  her  Visa  issuer  about 
this  unauthorized  use? 

3.  Once  the  matter  is  resolved,  what  should 
Maria  do  to  ensure  that  her  credit  history  is 
not  negatively  affected  by  this  error? 

The  Johnsons  Resolve  Their  Credit 
and  Cash  Flow  Problems 

Harry  and  Belinda  have  a  substantial  annual  joint 
income — more  than  $52,000,  in  fact.  They  also 
have  some  cash-flow  deficits  planned  for  the  first 
months  of  the  year  (see  Tables  4.3  and  4.4). 

To  resolve  this  difficulty,  the  couple  opened  two 
Visa  accounts  and  one  MasterCard  account  at  dif- 
ferent banks  and  then  obtained  cash  advances  at 
interest  rates  above  19  percent.  When  they  are 
supposed  to  pay  on  one  account,  the  Johnsons 
obtain  the  needed  money  via  a  cash  advance  from 
another  bank  credit  card.  They  now  owe  more 
than  $1200,  and  it  will  be  some  months  until 
Harry's  trust  income  arrives  in  September. 

1.  What  are  the  advantages  and  disadvantages 
of  the  Johnsons'  opening  more  than  one 
bank  credit  card  account? 

2.  Comment  on  the  costs  involved  in  continu- 
ally getting  cash  advances  from  one  bank 
card  to  pay  amounts  due  on  the  others. 

3.  Harry  and  Belinda  have  considered  applying 
for  additional  installment  credit  to  replace 
the  old  furniture  given  to  them  by  their  fam- 
ilies. Regardless  of  the  methods  used  for 
judging  credit  potential,  the  five  C's  of  credit 
(on  page  157)  will  continue  to  be  factors 


considered  carefully  in  any  credit  approval. 
Using  the  five  C's  of  credit,  write  a  paragraph 
evaluating  the  Johnsons'  application.  Be  sure 
to  review  their  financial  statements  in  Chap- 
ter 4  on  pages  107-109. 
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Exploring  the  World  Wide 
(fr      Web  of  Personal  Finance 

■-.•^j.-.-/       To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1 .  Do  you  owe  money  on  one  or  more  credit 
cards?  Visit  the  Financenter  Web  site,  where 
you  will  find  a  calculator  that  will  tell  you 
how  long  it  will  take  to  pay  off  your  balances. 

2.  Visit  the  Web  site  for  one  of  the  three  major 
credit  reporting  firms.  Order  a  copy  of  your 
credit  report. 

3.  Visit  the  Web  site  for  the  Bank  Rate  Monitor 
Info  Bank,  where  you  will  find  information 
on  bank  credit  card  interest  rates  around  the 
United  States.  View  the  information  for  the 
lenders  in  a  large  city  nearest  your  home. 
How  does  the  information  compare  with 
your  current  credit  card  account(s)?  How  do 
the  rates  in  the  city  you  selected  compare 
with  those  found  elsewhere  in  the  United 
States? 

4.  Privacy  is  a  big  issue  in  credit  reporting.  Visit 
the  Web  site  for  Equifax  and  review  its  pri- 
vacy policy. 

5.  Visit  the  Web  site  of  the  Consumer  Informa- 
tion Center  in  Pueblo,  Colorado,  where  you 
will  find  an  on-line  copy  of  the  Consumer 
Credit  Handbook.  Download  or  print  the 
Handbook.  Identify  one  additional  protection 
not  discussed  in  this  text  provided  by  each 
of  the  following  laws:  the  Fair  Credit  Billing 
Act,  the  Equal  Credit  Opportunity  Act,  and 
the  Fair  Credit  Reporting  Act. 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


LI    Discuss  the  elements  of 
the  planned  use  of  credit. 


A    Establish  your  own  debt 
limit. 


J    Understand  the  lan- 
guage of  consumer  loans. 


u    Describe  the  sources  of 
consumer  loans. 


Si    Calculate  the  APR  and 
finance  charges  on  both 
single-payment  and  install 
ment  loans. 


pj     Recognize  signs  of 
overindebtedness,  know 
what  to  do  when  it  occurs, 
and  explain  your  rights 
regarding  credit  collection 
and  bankruptcy. 


ost  people  use  installment  credit  a  dozen  or  more  times  during  their  life. 

I  Yet,  only  one  out  of  every  three  borrowers  shops  for  favorable  credit  terms. 

I A  wise  financial  manager  investigates  and  compares  costs  so  that  he  or  she 
can  avoid  paying  too  much  for  credit.  This  goal  is  part  of  planned  borrowing — 
a  knowing  decision  to  borrow  to  finance  a  purchase  or  simply  to  borrow  cash.  In 
this  chapter  we  first  discuss  planned  credit  usage.  We  then  examine  the  impor- 
tant terminology  of  consumer  loans  and  describe  where  to  obtain  such  loans. 
This  discussion  is  followed  by  an  explanation  of  how  finance  charges  on  con- 
sumer loans  are  computed.  The  chapter  ends  by  considering  the  topics  of  credit 
overindebtedness  and  bankruptcy. 
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El    Discuss  the  elements  of 
the  planned  use  of  credit. 


Planning  Your  Credit  Usage 


Using  credit  requires  deliberate  action  and  thinking,  including  considerations 
about  when  it  is  best  to  borrow.  Planned  borrowing  typically  is  used  for  pur- 
chasing vehicles,  personal  loans,  home  improvements,  furniture,  computers, 
and  major  appliances.  For  many  people,  these  items  are  too  expensive  to  pur- 
chase without  using  credit. 

Borrowing  funds  to  pay  for  higher  education  or  to  make  investments  may 
prove  advantageous  because  the  returns  may  well  exceed  the  cost  of  borrowing. 
In  addition,  buying  on  credit  may  offer  benefits  when  inflation  is  high,  the  cost 
of  credit  is  not  prohibitive,  and  interest  rates  on  savings  are  low;  the  after-tax 
cost  of  credit  may  be  low  as  well.  (This  concept  is  detailed  in  Chapter  3,  page  69.) 
Remember  that  credit  is  not  income,  however;  rather,  credit  commits  the  use  of 
future  income.  The  financial  management  task  is  to  determine  when,  how  often, 
and  how  much  to  use  installment  credit.  Your  decisions  will  vary  based  on  your 
needs  and  wants  as  well  as  your  effectiveness  in  handling  debt.  Planned  credit 
use  requires  establishing  a  debt  limit,  speaking  the  language  of  credit,  knowing 
the  best  sources  of  credit  available,  calculating  the  costs  of  credit,  and  knowing 
what  to  do  if  credit  usage  gets  out  of  hand. 


J    Establish  your  own  debt 
limit. 
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Establishing  a  Debt  Limit 


Recall  from  Chapter  6  that  credit  card  issuers  set  a  credit  limit  for  each  of  their 
cardholders.  In  a  similar  manner,  you  should  also  set  your  own  debt  limit, 
which  is  the  overall  maximum  you  believe  you  should  owe  based  on  your  abil- 
ity to  meet  the  repayment  obligations.  Ironically,  most  peoples'  debt  limit  is 
lower  than  what  lenders  might  be  willing  to  lend.  When  setting  your  debt  limit, 
you  do  not  need  to  include  temporary  use  of  revolving  or  service  credit  when  the 
debt  will  be  paid  in  full  after  the  bill  arrives.  Three  ways  to  determine  debt  lim- 
its follow: 

•  debt-payments-to-disposable-income  method 

•  ratio  of  debt-to-equity  method 

•  continuous-debt  method. 


Debt- Payments-to- Disposable- Income  Method 

To  use  the  debt-payments-to-disposable-income  method,  you  must  decide  the 
percentage  of  your  disposable  personal  income  (not  gross  income)  that  can  be 
spent  for  regular  debt  repayments.  Your  disposable  personal  income  is  the 
amount  of  take-home  pay  remaining  after  all  deductions  are  withheld  for  taxes, 
insurance,  union  dues,  and  other  reasons. 

Table  7.1  shows  some  monthly  debt-payment  limits  expressed  as  a  percent- 
age of  disposable  personal  income.  As  the  table  indicates,  with  monthly  pay- 
ments representing  16  to  20  percent  of  monthly  disposable  personal  income,  a 
borrower  is  fully  extended  and  taking  on  additional  debt  probably  would  be 
unwise.  (As  mentioned,  current  debt  excludes  the  first  mortgage  loan  on  a 
home.) 
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Table  7.1 


Debt-Payment  Limits  as  a  Percentage  of  Disposable  Personal  Income 

Percent  For  Current  Debt* 

1 0  or  less  Safe  limit;  borrower  feels  little  debt  pressure 

11  to  1 5  Possibly  safe  limit;  borrower  feels  some  pressure 

1 6  to  20  Fully  extended;  borrower  hopes  that  no  emergency 

arises 

21  to  25  Overextended;  borrower  worries  about  debts 

26  or  more         Disastrous;  borrower  may  feel  desperate 


Take  on  Additional  Debt? 

Could  be  undertaken  cautiously 

Should  not  be  undertaken 

Only  the  fearless  or  foolhardy  ask  for 
more 

No,  borrower  should  see  a  financial 
counselor 

Impossible;  borrower  will  probably 
declare  bankruptcy 


*  Excluding  home  mortgage  loans  and  convenience  credit  to  be  repaid  in  full  when  the  bill  arrives. 


Table  7.2  on  the  following  page  demonstrates  the  impact  of  increasing  debts 
on  a  budget.  After  deductions,  disposable  personal  income  is  $1800  monthly. 
Current  budgeted  expenses  (totaling  the  full  $1800)  are  allocated  in  a  sample  dis- 
tribution throughout  the  various  categories. 

As  you  can  see,  increasing  debt  payments  from  $180  to  $450  per  month  (for 
example,  to  buy  a  new  automobile,  computer,  or  home  entertainment  system  on 
credit)  dramatically  affects  this  budget.  The  financial  manager  must  decide 
where  to  cut  back  to  meet  monthly  credit  repayments.  As  the  debt  increases, 
each  5  percent  rise  makes  it  much  more  difficult  to  "find  the  money"  and  make 
the  cutbacks.  In  this  case,  the  borrower  reduced  expenditures  on  savings  and 
investments  immediately  and  then  finally  eliminated  all  allocations  in  the  cate- 
gory. Food  was  cut  back,  but  only  slightly.  Utilities,  automobile  insurance,  and 
rent  are  relatively  fixed  expenses;  it  is  hard  to  reduce  these  amounts  without 
moving  or  buying  a  less  expensive  car.  Entertainment  expenses  were  steadily 
reduced,  and  charitable  contributions  eliminated  altogether.  Further  reductions 
in  other  areas  would  seriously  affect  this  individual's  quality  of  life. 

Are  you  curious  as  to  where  you  would  have  made  reductions?  Spending  a 
few  minutes  changing  the  figures  in  Table  7.2  might  give  you  an  idea  of  your  pri- 
orities and  the  size  of  the  debt  limit  that  you  might  establish.  The  debt- 
payments-to-income  method  focuses  on  the  amount  of  the  monthly  debt  repay- 
ments— not  the  total  debt.  As  a  result,  it  would  be  wise  to  consider  the  length  of 
time  that  the  severe  financial  situation  due  to  high  debt  payments  might  endure. 


Ratio  of  Debt-to-Equity  Method 

Another  method  of  determining  whether  you  have  too  much  debt  is  to  calculate 
the  ratio  of  your  consumer  debt  to  your  net  worth.  In  this  case,  you  would 
exclude  the  value  of  a  primary  residence  and  a  first  mortgage  on  that  home. 
Most  people  have  more  assets  than  liabilities,  resulting  in  a  positive  net  worth. 
The  net  amount  of  assets  greater  than  debts  represents  the  equity  one  possesses. 
For  example,  a  person  with  $14,000  in  debts  and  $42,000  in  assets  has  equity  of 
$28,000  ($42,000  -  $14,000),  or  a  debt-to-equity  ratio  of  0.50  ($14,000  ■*■ 
$28,000). 
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Table  7.2 


Impact  of  Increasing  Debt  Payments  on  a  Budget* 

(One  Person's  Decisions  on  Where  to  Cut  Back  Expenses  to  Make  Increasing  Monthly  Debt  Payments) 

Gross  income  $  26,000 

Deductions  for  taxes,  retirement,  insurance  $    4,400 

Disposable  personal  income  $21,600 

Monthly  $    1,800 


No  Debt 

10%  Debt 

15%  Debt 

20%  Debt 

25%  Debt 

Rent 

$550 

$550 

$550 

$550 

$550 

Savings  and  investments 

200 

100 

100 

60 

0 

Food 

180 

160 

160 

150 

150 

Utilities  (telephone,  electricity,  heat) 

130 

130 

130 

130 

130 

Insurance  (automobile  and  life) 

70 

70 

70 

70 

70 

Transportation  expenses 

210 

210 

180 

180 

180 

Charitable  contributions 

50 

30 

20 

0 

0 

Entertainment 

100 

80 

60 

50 

50 

Clothing 

50 

40 

30 

30 

0 

Vacations  and  long  weekends 

25 

25 

20 

15 

15 

Medical  and  dental  expenses 

20 

20 

20 

20 

20 

Newspapers  and  magazines 

10 

10 

Vices 

40 

40 

35 

35 

35 

Cable  TV 

15 

15 

15 

15 

15 

Personal  care 

25 

25 

25 

25 

25 

Gifts  and  holidays 

25 

25 

25 

20 

20 

m 

Health  club 

30 

30 

30 

30 

30 

Miscellaneous 

70 

60 

50 

50 

50 

Debt  repayments 

0 

180 

270 

360 

450 

TOTAL 

$1800 

$1800 

$1800 

$1800 

$1800 

*  Amounts  in  bold  are  the  changes — cutbacks — made  to  make  the  increasingly  larger  debt  payments. 


This  method  provides  a  quick  idea  of  your  financial  solvency.  The  larger  the 
ratio,  the  riskier  the  likelihood  of  repayment.  A  ratio  in  excess  of  0.33  is  consid- 
ered high,  except  for  recent  college  graduates,  who  often  accumulate  large  edu- 
cation loans.  Such  people  would  have  a  poor  ratio  of  debt  to  equity,  but  their 
potential  for  substantial  earning  power  offsets  the  ratio.  If  the  situation  has  not 
changed  three  to  five  years  later,  however,  then  a  problem  likely  exists. 


Continuous-Debt  Method 

Another  approach  for  determining  when  debts  are  too  large  is  the  continuous- 
debt  method.  If  you  are  unable  to  get  completely  out  of  debt  every  four  years 
(except  for  mortgage  loans),  you  probably  lean  on  debt  too  heavily.  You  could  be 
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developing  a  credit  lifestyle,  in  which  you  never  eliminate  debt  and  continu- 
ously pay  out  substantial  amounts  of  income  for  finance  charges — possibly 
$2000  or  more  per  year. 


<2°    »rot      erlruJ^iP 


i  *\  LoT-[-f 


Setting  Debt  Limits  for  Dual-Earner  Households 

Aside  from  the  companionship  and  other  emotional  benefits,  entering  into  a 
relationship  can  be  wonderful  because  it  means  joining  incomes  together.  Two 
people  each  earning  $26,000  per  year  will  gross  $52,000,  with  a  disposable  per- 
sonal income  from  this  total  of  around  $39,000,  or  $3250  monthly.  Such  an 
amount  seemingly  means  a  couple  can  afford  a  much  higher  level  of  debt  than 
before  the  incomes  were  combined.  While  the  guidelines  given  in  Table  7.1  are 
realistic,  they  would  allow  a  doubling  of  debt  payments  if  the  addition  of  a  sec- 
ond earner  doubled  household  earnings. 

If  one  of  the  earners  reduces  earnings  to  take  care  of  growing  family  respon- 
sibilities (such  as  children),  debts  that  had  been  manageable  with  two  incomes 
may  become  burdensome  and  possibly  overwhelming.  Although  some  new 
debts  are  probably  desirable  and  unavoidable,  early  in  their  relationship  couples 
would  be  wise  to  build  savings  accounts  and  make  investments  that  will  ensure 
future  financial  security. 


fj    Understand  the  lan- 
guage of  consumer  loans. 


The  Language  of  Consumer  Loans 


Consumers  typically  obtain  installment  credit  in  the  form  of  cash  loans  and  pur- 
chase loans.  A  cash  loan  means  that  a  person  borrows  cash  and  then  uses  it  to 
make  purchases,  pay  off  other  debts,  or  make  investments.  With  a  purchase 
loan  (also  called  sales  credit),  a  consumer  makes  a  purchase  on  credit  with  no 
cash  transferring  from  the  lender  to  the  borrower;  instead,  the  funds  go  directly 
from  the  lender  to  the  seller.  For  example,  a  buyer  may  obtain  a  purchase  loan 
from  General  Motors  Acceptance  Corporation  (GMAC)  to  buy  a  new  Pontiac 
Grand  Am. 


Installment  Loans 

Consumer  loans  are  usually  classified  as  installment  or  noninstallment  credit. 
Recall  that  noninstallment  credit  is  debt  that  is  repaid  in  a  single  payment  or 
as  open-ended  credit  (covered  in  Chapter  6),  in  which  the  borrower  is  permit- 
ted to  repay  either  in  full  or  over  time.  Installment  credit  (also  called  closed- 
end  credit)  requires  that  the  consumer  repay  the  amount  owed  in  a  specific 
number  of  equal  payments,  usually  monthly.  Installment  loans  typically  come 
with  a  fixed  interest  rate,  meaning  that  the  rate  will  not  change  over  the  life  of 
the  loan. 

To  help  you  figure  out  the  monthly  payment  for  different  loan  amounts, 
Table  7.3  illustrates  various  monthly  installment  payments  to  repay  a  $1000 
loan  at  commonly  seen  interest  rates  and  time  periods.  For  loans  of  other  dollar 
amounts,  divide  the  borrowed  amount  by  1000  and  multiply  the  result  by  the 
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Table  7.3 


Monthly  Installment  Payment  (Prii 

icipal  and  Interest)  Required  to  Repay  $1000* 

Terms  of  Installments 

4% 

6% 

8% 

Annual  Percentage  Rate 
10%          12%          14% 

16% 

18% 

20% 

1  year  (12  months) 

85.15 

86.07 

86.99 

87.92 

88.85 

89.79 

90.73 

91.68 

92.63 

2  years  (24  months) 

43.42 

44.32 

45.23 

46.14 

47.07 

48.01 

48.96 

49.92 

50.90 

3  years  (36  months) 

29.52 

30.42 

31.34 

32.27 

33.21 

34.18 

35.16 

36.15 

37.16 

4  years  (48  months) 

22.58 

23.49 

24.41 

25.36 

26.33 

27.33 

28.34 

29.37 

30.43 

5  years  (60  months) 

18.42 

19.33 

20.28 

21.25 

22.24 

23.27 

24.32 

25.39 

26.49 

*  To  illustrate,  assume  you  want  to  know  how  much  the  monthly  payments  would  be  to  finance  an  automobile  loan  of  $9000  at  1 0  percent  for  3 
years. To  repay  $1000,  the  figure  is  $32.27;  therefore,  multiply  by  9  (for  $9000)  to  determine  that  $290.43  is  required  for  36  months  of  payments. 
When  using  amounts  greater  or  less  than  $1000,  convert  using  decimals.  For  example,  a  loan  of  $950  at  10  percent  for  3  years  would  be  calculated 
as  follows:  $32.27  x  0.95  =  $30.66. To  perform  these  calculations  for  interest  rates  and  time  periods  in  addition  to  those  listed,  visit  the 
Garman/Forgue  Web  site. 


appropriate  figure  from  the  table.  For  example,  an  automobile  loan  for  $12,000, 
financed  at  10  percent  interest,  might  be  repaid  in  36  equal  monthly  payments 
of  $387.24  ($32.27  x  12). 

Most  installment  loans  involve  a  loan  book — a  coupon  booklet  with  perfo- 
rated pages  that  are  torn  out  and  sent  to  the  lender  along  with  each  repayment. 
Each  coupon  gives  details  of  each  payment,  such  as  the  date  and  amount  due.  A 
recent  survey  revealed  that  four  out  of  five  people  have  never  missed  a  sched- 
uled debt  payment. 

Secured  and  Unsecured  Loans 

Loans  can  either  be  secured  or  unsecured.  A  secured  loan  requires  a  cosigner  or 
collateral.  A  cosigner  agrees  to  pay  the  debt  should  the  original  borrower  fail  to 
do  so.  Being  a  cosigner  is  a  major  responsibility,  because  a  cosigner  has  the  same 
legal  obligations  for  repayment  as  the  original  borrower.  In  case  of  default,  a 
lender  will  go  after  the  party — either  the  borrower  or  the  cosigner — from  which 
it  is  most  likely  to  collect. 

A  loan  secured  with  collateral  means  that  the  lender  has  a  security  interest 
in  that  collateral.  Typically,  the  lender  records  a  lien  in  the  county  courthouse  to 
make  the  security  interest  known  to  the  public.  A  lien  is  a  legal  right  to  seize  and 
dispose  of  (usually  sell)  property  to  obtain  payment  of  a  claim.  When  the  loan 
is  repaid,  the  lien  will  be  removed.  (The  borrower  should  make  sure  this  occurs.) 
In  the  event  that  the  borrower  fails  to  repay  the  loan,  the  creditor  can  exercise 
the  lien  and  seize  the  collateral  through  repossession,  sometimes  without 
notice.  Almost  all  credit  contracts  contain  an  acceleration  clause  stating  that 
after  a  specific  number  of  payments  are  unpaid  (often  just  one),  the  loan  is  con- 
sidered in  default  and  all  remaining  installments  are  due  and  payable  upon 
demand  of  the  creditor.  These  clauses  protect  the  lender's  interest,  but  can  prove 
very  difficult  for  borrowers.  Don't  be  fooled  if  you  miss  a  payment  and  the 
lender  does  not  exercise  the  acceleration  clause  immediately.  It  can  do  so  at  any 
time  after  default  occurs.  Do  not  ignore  warning  letters! 
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The  Characteristics  of  a  Variable-Rate  Loan 


is  becoming  increasingly  common  for  lenders  to 
offer  variable-rate  loans  as  one  alternative  available 
to  borrowers.  Should  you  consider  this  type  of 
loan?  And  just  what  is  a  variable-rate  loan?  A 
variable-rate  loan  (also  called  an  adjustable-rate 
loan)  includes  a  periodic  rate  that  fluctuates 
according  to  some  measure  of  interest  rates  in  the 
economy.  These  loans  can  be  structured  such  that 
the  payment  increases  or  decreases  with  changes  in 
the  simple-interest  rate  applied  to  the  unpaid  bal- 
ance; or  payment  amount  will  stay  the  same,  but 
the  payments  will  last  beyond  the  previously  sched- 
uled final  payment;  or  the  loan  will  feature  a  final 
balloon  payment  that  is  abnormally  large  in  com- 
parison with  the  other  installment  payments.  The 
Truth  in  Lending  Act  requires  that  any  payment 
more  than  twice  the  size  of  others  be  clearly  identi- 
fied as  a  balloon  payment. 


A  variable-rate  loan  usually  offers  the  advantage 
of  a  slightly  lower  initial  annual  rate  (1  to  3  per- 
cent) than  the  fixed  interest  rate  for  an  equivalent 
loan.  The  lender  is  willing  to  offer  this  rate  because 
the  risk  of  rising  interest  rates  can  be  passed  on  to 
the  borrower.  Federal  law  requires  lenders  to  set  an 
upper  limit,  or  an  interest-rate  cap,  on  an 
adjustable  interest  rate  over  the  lifetime  of  second 
mortgage  loans.  In  addition,  some  state  laws 
demand  similar  caps  on  consumer  loans.  The  disad- 
vantage for  the  borrower  is  the  obvious  potential 
for  a  higher  rate  to  be  applied  in  the  future.  Interest 
rates  also  can  decline.  If  you  predict  that  interest 
rates  in  the  economy  will  decrease  in  the  years 
immediately  ahead,  a  variable-rate  loan  could  be  a 
wise  choice. 


An  unsecured  loan  has  neither  the  assurance  of  collateral  nor  a  cosigner. 
Instead,  such  a  loan  is  given  primarily  on  the  good  character  of  the  borrower. 
Sometimes  these  forms  of  credit  are  referred  to  as  signature  loans  because  they 
are  backed  up  only  by  the  borrower's  signature.  Because  unsecured  loans  carry 
higher  risk  than  secured  debts,  the  interest  rate  charged  on  them  is  usually  quite 
a  bit  higher. 


Purchase  Loan  Installment  Contracts 

Two  kinds  of  contracts  are  used  when  purchasing  goods  with  an  installment 
loan:  (1)  installment  purchase  agreements  (also  called  collateral  installment 
loans  or  chattel  mortgage  loans),  in  which  the  title  of  the  property  passes  to 
the  buyer  when  the  contract  is  signed;  and  (2)  conditional  sales  contracts  (also 
known  as  financing  leases),  in  which  the  title  does  not  pass  to  the  buyer  until 
the  last  installment  payment  has  been  paid.  The  installment  purchase  agreement 
provides  a  measure  of  protection  for  the  borrower,  as  the  creditor  must  follow  all 
state-prescribed  legal  procedures  when  attempting  to  repossess  the  property. 
Some  state  laws  permit  the  lender  to  take  secured  property  back  as  soon  as  the 
buyer  falls  behind  in  payments,  possibly  by  seizing  a  car  right  in  a  person's 
driveway. 

Prepayment  Penalties  Many  installment  loan  contracts  include  a  prepayment 

penalty — a  special  charge  to  the  borrower  for  paying  off  a  loan  earlier  than  the 
final  due  date.  Prepayment  penalties  take  into  consideration  the  reality  that 
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lj\     The  Effect  of  Using  Voluntary  Repossession 
p(NOWl        to  Get  Out  of  a  Debt 


When  a  lender  takes  back  collateral  or  repossesses 
property  because  the  borrower  defaults  on  a  loan, 
the  borrower  often  still  owes  a  deficiency  balance 
on  the  debt.  A  deficiency  balance  is  a  sum  of 
money  owed  after  collateral  or  repossessed  property 
is  sold  and  the  proceeds  of  the  sale,  less  the 
expenses  (collection,  attorney,  and  court  costs) 
involved  in  the  repossession,  are  applied  to  the  bal- 
ance of  the  loan. 

Deficiency  balances  are  likely  to  occur  whether 
repossession  is  voluntary  or  involuntary.  Consider 
the  example  of  Betty  Peterson,  an  E4  in  the  U.S. 
Navy  from  San  Diego,  California,  who  came  into 
serious  financial  stress  three  months  ago  when  her 
husband  became  ill  and  lost  his  job.  With  such  a 


sharp  reduction  in  family  income,  Betty  voluntarily 
turned  her  Pontiac  back  to  the  finance  company 
owing  a  balance  of  $6600.  A  month  later,  she 
found  that  the  Pontiac  had  been  sold  at  auction  for 
only  $4200,  and  the  proceeds  were  reduced  to 
$3900  due  to  collection  and  selling  costs  of  $200 
and  attorney  fees  of  $100.  Thus,  Betty  was  billed  for 
a  deficiency  balance  of  $2700  ($6600  -  $3900). 
Occasionally  it  may  be  necessary  to  sell  an  asset, 
but  voluntary  repossession  is  not  usually  the  best 
way  to  do  it.  Betty  would  have  been  much  better 
off  had  she  sold  the  automobile  herself,  as  repos- 
sessed property  sold  at  auction  often  brings  less 
than  50  percent  of  its  value. 


borrowers  should  pay  more  in  interest  early  in  the  loan  period  when  they  have 
the  use  of  more  money  and  increasingly  less  interest  as  a  debt  is  reduced  over 
time.  Recall,  however,  that  the  typical  installment  loan  has  equal  payments. 
Thus,  in  early  months  the  bulk  of  each  payment  is  essentially  devoted  to  inter- 
est. Most  borrowers  do  not  understand  this  concept,  and  it  is  irrelevant  if  the 
loan  is  paid  over  the  agreed-upon  time  period.  If  the  loan  is  paid  off  early,  how- 
ever, the  lender  will  use  some  penalty  method  to  reflect  the  high  interest  com- 
ponent in  the  early  months. 

The  rule  of  78s  method  (sometimes  called  the  sum  of  the  digits  method)  is 
a  widely  used  method  of  calculating  a  prepayment  penalty.  Its  name  derives 
from  the  fact  that  on  a  one-year  loan  the  numbers  between  1  and  12  for  each 
month  add  up  to  78  (12  +  11  +  10  +  9  +  8  +  7  +  6  +  5  +  4  +  3  +  2  +  1).  For 
a  two-year  loan,  the  numbers  between  1  and  24  would  be  added,  and  so  on  for 
longer  time  period  loans. 

To  illustrate  the  use  of  the  rule  of  78s  method,  consider  the  case  of  Devin 
Grigsby  from  Berea,  Kentucky.  He  borrowed  $500  for  12  months  plus  an  addi- 
tional $80  finance  charge  and  is  scheduled  to  pay  equal  monthly  installments  of 
$48.33  ($580  *  12).  Assume  Devin  wants  to  pay  the  loan  off  after  only  six 
months.  He  might  assume  (incorrectly)  that  he  would  owe  only  $250  more 
because  after  six  months  he  had  paid  $250  (one-half)  of  the  $500  borrowed  and 
$40  (one-half)  of  the  finance  charge,  for  a  total  of  $290  in  payments  ($48.33  x 
6).  Instead,  Devin  still  owes  $268.46,  including  a  prepayment  penalty  of  $18.46. 
To  calculate  this  amount  using  the  rule  of  78s  method,  the  lender  adds  together 
all  of  the  numbers  between  12  and  7  (12  for  the  first  month,  11  for  the  second 
and  so  on  for  six  months)  where  12+  11  +  10  +  9  +  8  +  7  =  5  7.  The  lender 
assumes  that  during  the  first  six  months  $58.46  [(57  +  78)  x  $80]— not  $40— of 
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The  Impact  of  Divorce  on  Your  Credit 


Besides  the  obvious  emotional  trauma  of  divorce, 
the  breakup  of  a  marriage  impacts  the  credit  of 
both  partners.  The  Federal  Trade  Commission 
makes  the  following  suggestions  for  individuals 
seeking  a  divorce. 

Pay  careful  attention  to  credit  accounts  held 
jointly,  including  mortgages,  second  mortgage 
loans,  and  credit  cards.  The  behavior  of  one  divorc- 
ing spouse  will  affect  the  other  as  long  as  the 
accounts  are  held  in  both  names.  One  party  could 
make  credit  card  charges,  for  example,  and  refuse  to 
pay,  leaving  the  burden  on  the  other  party.  Accord- 
ingly, and  where  possible,  ask  creditors  to  close 
joint  accounts  and  reopen  them  as  individual 
accounts.  Never  accept  a  creditor's  verbal  assurance, 
either  over  the  phone  or  in  person,  that  an  account 


has  been  closed.  Always  insist  on  written  confirma- 
tion, including  the  effective  date  of  an  account  clo- 
sure. 

When  debts  were  accumulated  in  both  names, 
divorce  decrees  have  no  legal  effect  on  who  techni- 
cally owes  which  debts.  Creditors  can  legally  collect 
from  either  of  the  divorcing  parties.  If  the  person 
absolved  of  responsibility  for  the  debt  under  the 
divorce  decree  is  forced  by  a  creditor  to  pay  off  the 
account,  that  person  must  then  go  to  court  to  seek 
enforcement  of  the  divorce  decree  to  collect  from 
the  former  spouse. 

Both  before  and  after  the  divorce,  get  a  copy  of 
your  credit  report  (see  page  168).  Check  for  accu- 
racy and  challenge  any  problem  areas,  such  as 
accounts  that  continue  to  be  shown  in  both  names. 


the  finance  charges  was  paid  from  the  $290  in  payments  Devin  had  made  on  the 
loan.*  Consequently,  only  $231.54  ($290  -  $58.46)  was  paid  on  the  $500  bor- 
rowed, leaving  $268.46  ($500  -  $231.54)  still  owed,  for  a  prepayment  penalty 
of  $18.46  ($268.46  -  $250.00). 


El 

mm    Describe  the  sources  of 
consumer  loans. 


Sources  of  Consumer  Loans 

Table  7.4  summarizes  the  features  of  the  four  major  sources  of  typical  consumer 
loans:  depository  institutions,  second  mortgage  lenders,  consumer  finance  com- 
panies and  industrial  banks,  and  sales  finance  companies.  These  institutions  are 
discussed  in  the  following  sections,  along  with  other  sources  and  types  of  loans. 


Depository  Institutions 

Depository  institutions  include  commercial  banks,  mutual  savings  banks,  sav- 
ings and  loan  associations,  and  credit  unions  (see  Chapter  5,  page  127  for  fur- 
ther descriptions).  They  tend  to  make  loans  to  their  own  customers  and  to  non- 
customers  with  good  credit  histories.  Because  they  prefer  to  make  loans  to  good 
risks,  such  institutions  typically  require  collateral  or  a  cosigner  for  large  or 


If  the  loan  was  paid  off  after  one  month,  the  amount  of  interest  paid  is  assumed  to  be  12  *  78 
of  the  $80  finance  charge,  or  $12.31.  For  a  loan  paid  in  full  after  two  months,  the  amount  of 
interest  paid  is  assumed  to  be  23  +  78  of  the  total  (12  *  78  for  month  1  plus  11  *  78  for  month 
2),  or  $23.59. 
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Major  Sources  of  Consumer  Loans 

Types  of  Loans 


Credit  Source 


Banks  and  S&Ls 


<f    </     3^     <*      £ 
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Lending  Policies 


Loans  to  average  and  better  credit-risk  people 

Often  require  collateral 

Make  secured  and  unsecured  loans 

Rates  vary  according  to  type  of  loan  and  security 

Lower  rates  to  their  own  customers 


Credit  Unions 


/  /       /  Lend  to  members  only 

Average  credit-risk  people  approved 

Require  repayment  by  payroll  deductions 

Make  secured  and  unsecured  loans 

Provide  free  credit  life  and  disability  insurance  for  the 

amount  of  the  loan 
Often  have  lowest  interest  rates  available 


Consumer  Finance 
Companies 


Most  credit  risks  acceptable 

Collateral  often  required 

Rates  are  high  and  vary  according  to  risk,  type  of  loan, 

and  security 


Sales  Finance 
Companies 


/ 


Loans  to  average  and  better  credit-risk  people 

Loans  for  collateral  purchases  only 

Loans  tied  to  the  seller  (Sears,  GMAC,  etc.)  that  approves 

the  application 
Rates  are  usually  competitive  with  those  of  banks  and 

S&Ls;  special  promotion  rates  are  sometimes  lower 


higher-risk  loans.  For  most  loans,  depository  institutions  offer  highly  competi- 
tive rates,  partly  because  the  funds  loaned  are  obtained  primarily  from  their 
depositors.  The  interest  rate  commonly  ranges  from  8  to  18  percent.  Research 
indicates  that  many  people  who  go  elsewhere  for  loans  actually  meet  the  quali- 
fications for  depository  institution  lending  and  end  up  paying  a  higher  interest 
rate  than  necessary. 


Consumer  Finance  Companies 

A  consumer  finance  company  specializes  in  relatively  small  loans  and  is,  there- 
fore, also  known  as  a  small-loan  company.  These  lenders  range  from  the  well- 
recognized  Household  Finance  Corporation  (HFC)  and  Beneficial  Finance  Cor- 
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poration  (BFC)  to  many  local  neighborhood  lenders.  Such  companies  make 
secured  and  unsecured  loans  and  require  repayment  on  an  installment  basis.  The 
interest  rates  they  charge  are  higher  than  those  of  depository  lenders  because 
consumer  finance  companies  make  riskier  loans  that  have  greater  default  rates. 
Approximately  one-fifth  of  the  loans  granted  by  consumer  finance  compa- 
nies are  for  the  purpose  of  debt  consolidation.  Other  common  purposes  of  con- 
sumer finance  company  loans  are  for  travel,  vacations,  education,  automobiles, 
and  home  furnishings.  Some  small-loan  companies  specialize  in  making  loans 
by  mail.  They  advertise  in  newspapers  and  magazines  to  attract  borrowers,  who 
complete  a  credit  application  and  receive  approval  via  mail. 


Sales  Finance  Companies 

A  sales  finance  company  is  a  business-related  lender  (such  as  General  Motors 
Acceptance  Corporation,  Ford  Motor  Credit,  and  JCPenney  Credit  Corporation) 
that  is  primarily  engaged  in  financing  the  sales  of  the  parent  company.  Such 
companies  specialize  in  making  purchase  loans,  with  the  item  being  purchased 
serving  as  collateral.  Because  the  seller  often  works  in  close  association  with  the 
sales  finance  company,  credit  can  be  approved  almost  immediately. 

Because  sales  finance  companies  usually  require  collateral  and  deal  only  with 
customers  that  are  considered  medium  to  good  risks,  their  interest  rates  can  be 
competitive  with  those  offered  by  depository  institutions.  Furthermore,  the  rate 
may  be  sharply  lower  than  that  offered  by  other  sources  if  the  seller  subsidizes  the 
rate  to  encourage  sales,  as  exemplified  by  the  special  financing  deals  often  offered 
on  new  cars.  Most  new  car  loans  today  are  made  by  sales  finance  companies. 


Loans  from  Investment  Accounts 

Many  people  build  significant  assets  in  investment  accounts  that  may  be  ear- 
marked for  children's  college,  retirement,  or  other  specific  needs.  Although 
many  people  prefer  not  to  tap  into  these  funds  directly,  it  may  be  possible  to  bor- 
row from  or  against  these  accounts.  For  example,  it  is  possible  to  borrow  from 
certain  employer-sponsored,  tax-sheltered  retirement  accounts  (see  Chapter  18, 
"Retirement  Planning"),  depending  on  the  rules  of  the  plan.  Alternatively,  if  you 
have  a  margin  account  (see  Chapter  17,  "Real  Estate  and  Advanced  Portfolio 
Management"),  you  can  borrow  from  your  stockbrocker  using  your  investments 
as  collateral.  In  both  of  these  cases,  care  must  be  taken  to  ensure  that  the  loan 
plus  interest  is  repaid  lest  the  savings  goal  go  unmet.  Furthermore,  tax  conse- 
quences may  arise  if  retirement  account  loans  are  not  repaid. 


Life  Insurance  Companies 

Policyholders  who  have  a  cash-value  life  insurance  policy  can  obtain  loans 
from  their  life  insurance  companies  based  on  the  cash  value  built  up  in  the  pol- 
icy. (This  topic  is  examined  in  Chapter  12.)  Such  cash-value  policies  may  take 
many  years  to  build  up  to  an  amount  sufficient  to  borrow. 

An  advantage  to  borrowing  on  a  cash-value  life  insurance  policy  is  that  the 
interest  rates  are  low,  ranging  from  4  to  6  percent.  Of  course,  the  policyholder  is 
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Did  You 


KNOW 


About  Alternative  Lenders 


A  number  of  avenues  are  available  to  obtain  credit 
that  may  not  look  like  credit  or  credit  may  come 
from  unusual  sources.  These  sources  include  pawn- 
shops, rent-to-own  programs,  check  cashers,  and 
rapid  tax-refund  services. 

A  pawnshop  is  a  lender  that  offers  single- 
payment  loans,  often  for  $100  to  $500,  for  short 
time  periods  (typically  one  or  two  months),  after 
an  item  of  personal  property  is  turned  over  to  the 
pawnshop.  The  dollar  amount  loaned  is  usually 
based  on  the  dollar  value  of  the  item  pawned.  In 
most  states,  a  borrower  need  only  turn  over  the 
item,  present  identification,  and  sign  on  the  dotted 
line.  The  pawnshop  owner  can  legally  sell  the  item 
if  the  borrower  fails  to  redeem  the  property  by  pay- 
ing the  amount  due,  plus  interest,  within  the  time 
period  specified. 

The  interest  charged  by  a  pawnshop  is  usually 
about  5  percent  per  month  plus  a  2  percent 
monthly  storage  fee;  thus,  the  annual  combined 
"interest"  amounts  to  84  percent  [(5  +  2)  x  12]. 
Because  the  pawnshop  typically  loans  only  cash 
equal  to  one-third  or  less  of  the  value  of  the  prop- 
erty, the  effective  interest  rate  is  often  greater  than 
200  percent  annually.  Pawnshops  represent  the 
lender  of  last  resort  for  borrowers. 

A  rent-to-own  program  provides  a  mechanism 
for  buying  an  item  with  little  or  no  down  payment 
by  renting  it  for  a  period  of  time  after  which  it  is 
owned.  Furniture,  appliances,  and  electronic  enter- 
tainment items  are  commonly  sold  via  rent-to-own, 
and  this  form  of  credit  is  often  used  by  persons 
who  feel  they  cannot  qualify  for  credit  purchases. 
These  programs  have  two  big  drawbacks  for  con- 


sumers. First,  the  renter  does  not  own  the  item 
until  the  final  payment  is  made.  Paying  late  or 
stopping  payments  will  cause  the  products  to  be 
seized  with  no  allowance  for  the  "rental"  payments. 
Second,  the  actual  cost  for  renting  items  is  often 
exorbitantly  high.  A  $300  TV  might  be  rented  for 
$15  per  week  for  one  year  for  a  finance  charge  of 
$480  (52  x  $15  -  $300).  Sadly,  many  people  who 
use  rent-to-own  could  qualify  for  more  conven- 
tional—and less  expensive — credit  sources. 

Check  cashers  (prohibited  in  some  states)  are 
businesses  that  cash  checks  for  people  who  may 
not  have  bank  accounts  or  access  to  traditional 
check-cashing  outlets.  Simply  cashing  someone's 
pay,  government,  or  personal  check  is  not  techni- 
cally considered  credit.  Check  cashers  do  grant 
credit  when  they  honor  a  personal  check  but  agree 
not  to  deposit  the  check  for  a  week  or  more.  The 
fees  for  check  cashing  are  sometimes  20  percent  or 
more,  pushing  the  APR  (if  the  check  is  held  for  later 
deposit)  to  several  hundred  percent  or  more. 

Rapid  refund  services  include  companies  that 
agree  to  loan  money  based  on  the  income  tax 
refund  to  be  received  by  a  taxpayer.  Some  services 
complete  the  tax  forms  and  loan  the  refund 
amount;  others  verify  the  refund  amount  from  the 
taxpayer's  completed  forms  before  making  the  loan. 
In  both  cases,  the  borrower  signs  over  the  refund 
and  pays  a  fee  for  the  service  to  the  lender.  Like  the 
rates  charged  by  other  alternative  financial  sector 
lenders,  the  effective  annual  APRs  for  these  loans 
are  extremely  high  (25  to  75  percent)  relative  to 
more  traditional  lenders. 


borrowing  his  or  her  own  money.  Many  people  fail  to  pay  back  such  loans 
because  no  fixed  schedule  of  repayment  is  established  and  insurance  companies 
do  not  pressure  borrowers  to  repay  the  debt.  In  reality,  the  insurance  company 
incurs  no  risk.  Should  the  insured  die  before  repaying  the  loan,  the  insurance 
company  pays  the  beneficiaries  the  amount  of  the  policy  minus  any  outstand- 
ing debt  and  interest. 
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What  It  Costs  to  Borrow  Money 


Credit  costs  money.  Just  how  much  can  be  seen  in  the  following  table,  which  shows  the  cost  of 
borrowing  $1000  as  an  unsecured  loan  for  two  years  and  five  years  from  various  sources. 


Two-Year  Loan 

Five-Year  Loan 

Lender 

APR 

Monthly  Payment 

Finance  Charge 

Monthly  Payment 

Finance  Charge 

Life  insurance  company 

8 

$45.23 

$  85.52 

$20.28 

$216.80 

Credit  union 

12 

47.07 

129.68 

22.24 

334.40 

Commercial  bank 

14 

48.01 

152.24 

23.27 

396.20 

Mutual  savings  bank 

14 

48.01 

152.24 

23.27 

396.20 

Savings  and  loan 

14 

48.01 

152.24 

23.27 

396.20 

association 

Bank  credit  card 

18 

49.92 

198.02 

25.39 

523.40 

Consumer  finance 

24 

52.87 

268.88 

28.77 

726.20 

company 

Pawnbroker 

48+ 

n/a* 

n/a 

n/a 

n/a 

*  Generally  pawnbroker  loans  are  granted  for  only  a  few  months.  A  three-month  loan  for  $1000  would  have  a  finance  charge  of 
$120  ($1000  X  [(0.48  h-  12)  X  3]}. 


Friends  and  Relatives 

People  usually  borrow  from  friends  and  relatives  when  the  purpose  of  the  bor- 
rowed funds  is  too  risky  for  conventional  lenders  or  if  the  borrower  has  a  poor 
or  nonexistent  credit  history.  Two  considerations  are  important  when  borrowing 
from  or  lending  to  friends  and  relatives.  First,  make  out  a  formal  promissory 
note  (a  written  loan  contract).  In  case  of  default,  the  lender  will  need  such  a  doc- 
ument to  take  an  income  tax  loss,  and  the  note  simply  makes  things  more  busi- 
nesslike. Second,  establish  a  specific  repayment  schedule.  Failure  to  follow  these 
suggestions  may  result  in  the  borrower  deciding  that  the  loan  was  actually  a  gift, 
and  the  lender  may  develop  ill  feelings.  One  advantage  of  these  loans  is  the  gen- 
erally low — or  nonexistent — interest  rate. 


U    Calculate  the  APR  and 
finance  charges  on  both 
single-payment  and  install 
ment  loans. 


Calculating  Finance  Charges 
and  Annual  Percentage  Rates 

The  federal  Truth  in  Lending  Act  (TIL)  requires  lenders  to  disclose  to  credit 
applicants  both  the  interest  rate  expressed  as  an  annual  percentage  rate  (APR) 
and  the  finance  charge  expressed  in  dollars.  The  APR  is  the  relative  cost  of  credit 
on  a  yearly  basis  expressed  as  a  percentage  rate.  Any  interest  rate  quoted  by  a 
lender  must  be  the  APR.  In  some  instances,  lenders  are  ignorant  of  the  law; 
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others  may  attempt  to  hide  the  federally  mandated  disclosure.  Always  inquire 
about  the  APR  if  it  is  not  readily  apparent  and  use  it  to  compare  rates  from  var- 
ious sources  to  obtain  the  best  deal. 

The  finance  charge  for  a  loan  is  the  cost  of  credit  measured  in  dollars.  It 
must  include  all  mandatory  charges  to  be  paid  by  the  borrower.  In  addition  to 
interest,  lenders  may  charge  fees  for  a  credit  investigation,  a  loan  application,  or 
credit  life,  credit  disability,  or  credit  unemployment  insurance.  When  fees  for 
such  insurance  are  required,  the  lender  must  include  them  in  the  finance  charge 
in  dollars  as  part  of  the  APR  calculations.  When  the  borrower  elects  these 
options  voluntarily,  the  fees  are  not  included  in  the  finance  charge  and  APR  cal- 
culations, even  though  they  raise  the  actual  cost  of  borrowing. 

Interest  composes  the  greatest  portion  of  finance  charges.  Three  methods  are 
used  to  calculate  interest  on  installment  and  noninstallment  credit:  the  simple- 
interest  method,  the  add-on  interest  method,  and  the  discount  method.  The  fol- 
lowing discussion  illustrates  the  calculation  of  the  annual  percentage  rate  for 
single-payment  and  installment  loans  using  each  of  these  methods. 


APR  Calculations  for  Single-Payment  Loans 

Two  methods  are  employed  to  calculate  interest  on  single-payment  loans:  the 
simple-interest  method  and  the  discount  method.  The  APR  reveals  the  difference 
in  the  effective  cost  of  credit  for  each. 

The  Simple-Interest  Method  With  the  simple-interest  method,  interest  is  cal- 
culated by  applying  an  interest  rate  to  the  unpaid  balance  of  the  debt.  The 
simple-interest  formula  given  in  Equation  (7.1)  is  used  as  follows: 

/    =  PRT  (7.1) 

where 

/    =  interest  or  finance  charges 

P   =  principal  amount  borrowed 

R   =  rate  of  interest  (simple,  add-on,  or  discount  rate) 

T  =  time  of  loan  in  years 

Suppose  you  took  out  a  single-payment  loan  of  $500  for  two  years  at  a  sim- 
ple interest  rate  of  12  percent.  Your  interest  charges  would  be  $120  ($500  x  12 
percent  x  2  years),  which  would  be  added  to  the  debt,  and  you  would  make  one 
payment  of  $620  at  the  end  of  two  years. 

To  calculate  the  APR  for  a  single-payment  loan,  divide  the  average  outstand- 
ing loan  balance  ($500,  as  the  full  amount  was  owed  during  the  entire  loan 
period)  into  the  average  annual  finance  charge  ($60,  as  $120  is  the  total  for  two 
years). 

__  average  annual  finance  charge  ,_  ~. 

average  outstanding  loan  balance 

$60 


$500 

=     12% 

In  this  example,  the  APR  is  12  percent.  When  the  simple-interest  method  is  used 
for  any  type  of  loan,  the  simple  rate  of  interest  and  the  APR  are  always  equiva- 
lent. 
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The  Discount  Method  The  discount  method  is  often  used  for  single-payment 
loans.  With  this  method,  interest  is  paid  up  front  and  subtracted  from  the 
amount  of  the  loan.  The  difference  is  the  actual  cash  given  to  the  borrower. 

Using  the  same  figures  as  in  the  last  example,  the  denominator  in  Equation 
(7.2)  changes.  The  average  outstanding  loan  balance,  or  principal,  is  $380 
[$500  -  ($500  x  0.12  x  2)],  because  that  is  the  amount  actually  received.  Divid- 
ing $380  into  the  average  annual  finance  charge  of  $60  gives  an  APR  of  15.8  per- 
cent, as  compared  with  the  discount  rate  of  12  percent.  This  higher  APR  reflects 
the  fact  that  the  borrower  does  not  have  full  use  of  the  $500  borrowed. 


APR  Calculations  for  Installment  Loans 

The  simple-interest,  add-on,  and  discount  methods  are  all  used  to  determine  the 
interest  on  installment  loans.  The  simple-interest  method  is  widely  used  by 
credit  unions  and  sales  finance  companies  to  calculate  interest.  The  add-on 
method  predominates  at  banks,  savings  and  loan  associations,  and  consumer 
finance  companies  in  installment  loans  for  automobiles,  furniture,  and  other 
credit  requiring  collateral. 

The  Simple-Interest  Method  With  the  simple-interest  method,  the  interest 
assessed  during  each  payment  period  (usually  each  month)  is  based  on  the  out- 
standing balance  of  the  installment  loan.  The  lender  initially  designs  a  schedule 
(such  as  that  given  in  Table  7.5)  to  have  the  balance  repaid  in  full  after  a  certain 
number  of  months.  The  borrower  may  vary  the  rate  of  repayment  by  making 
payments  larger  than  those  scheduled  or  repay  the  loan  in  full  at  any  time. 

It  is  easy  to  illustrate  the  simple-interest  method  applied  to  an  installment 
loan.  As  shown  in  Table  7.5,  at  the  end  of  the  first  month,  a  periodic  interest  rate 
(the  stated  rate  applied  to  the  outstanding  balance  of  a  loan)  of  1.5  percent  (18 
percent  annually,  divided  by  12  months)  is  applied  to  the  beginning  balance  of 


Table  7.5 


Sample 

Repayment  Schedule  for  $1000  Principal  plus  S 

mple  Interest  (1.5  Percent  per 

Month) 

Month 

Outstanding  Balance 

Payment 

Interest 

Principal 

Ending  Balance 

1 

$1000.00 

$91.68 

$15.00 

$76.68 

$923.32 

2 

923.32 

91.68 

13.85 

77.83 

845.49 

3 

845.49 

91.68 

12.68 

79.00 

766.49 

4 

766.49 

91.68 

11.50 

80.18 

686.31 

5 

686.31 

91.68 

10.29 

81.39 

604.92 

6 

604.92 

91.68 

9.07 

82.61 

522.31 

7 

522.31 

91.68 

7.83 

83.85 

438.46 

8 

438.46 

91.68 

6.58 

85.10 

353.36 

9 

353.36 

91.68 

5.30 

86.38 

266.98 

10 

266.98 

91.68 

4.00 

87.68 

179.30 

11 

179.30 

91.68 

2.69 

88.99 

90.31 

12 

90.31 

91.66 

1.35 

90.31 

0 
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SI 000,  giving  an  interest  charge  of  $15.  Of  the  first  monthly  installment  of 
S91.68,  $76.68  goes  toward  payment  of  the  principal  and  $15  goes  toward  the 
simple  interest.  For  the  second  month,  the  interest  portion  of  the  payment  drops 
to  $13.85,  as  the  outstanding  balance  after  the  first  month  is  $923.32  ($1000  - 
$76.68).  Because  the  simple-interest  method  of  calculating  interest  on  install- 
ment loans  applies  the  periodic  interest  rate  to  the  outstanding  loan  balance,  the 
APR  and  the  simple  interest  rate  will  differ  only  if  there  are  fees,  such  as  an  appli- 
cation fee,  that  boost  the  finance  charge.  (This  method  of  paying  off  a  loan, 
called  amortization,  is  discussed  further  in  Chapter  9.)  Note  that  simple-interest 
loans  carry  no  prepayment  penalties. 

The  Add-On  Method  The  add-on  method  is  a  traditional  and  widely  used  tech- 
nique for  computing  interest  on  installment  loans.  Once  again,  Equation  (7.1)  is 
used  to  calculate  the  dollar  amount  of  interest  (the  interest  rate  used  in  this 
equation  for  the  add-on  method  is  an  add-on  rate  and  should  not  be  confused 
with  the  APR). 

For  example,  assume  that  Mary  Ellen  Broman  of  New  York,  New  York,  borrows 
$2000  for  two  years  at  9  percent  add-on  interest  to  be  repaid  in  monthly  install- 
ments. Using  Equation  (7.1),  the  finance  charge  in  dollars  is  $360  ($2000  x 
0.09  x  2).  Adding  the  finance  charge  (S360)  to  the  amount  borrowed  ($2000) 
gives  a  total  amount  of  $2360  to  be  repaid.  When  this  amount  is  divided  by  the 
total  number  of  scheduled  payments  (24),  we  find  that  24  monthly  payments  of 
$98.33  will  be  required.  We  know  that  the  APR  must  be  higher  than  the  add-on 
rate  of  9  percent,  however,  because  monthly  repayments  mean  that  Mary  Ellen 
does  not  have  use  of  the  total  amount  borrowed  for  the  full  two  years.  Equation 
(7.3),  which  shows  the  n-ratio  method  of  estimating  the  annual  percentage  rate 
(APR)  on  an  add-on  loan,  can  be  used  to  calculate  the  APR. 


APR     ~  12P(P+  l)(4D  +  f)  (73)* 


Y(95P  +  9)f 
P(P  +  1)(4D  + 

(12)[(95  x  24)  +  9](360) 
12(24)(24  +  1)[(4  x  2000)  +  360] 

(12)(2289)(360) 
(288)(25)(8360) 

9,888,480 


60,192,000 
=     16.4% 


where 


APR  =  annual  percentage  rate 

Y  =  number  of  payment  schedules  in  1  year 

F  =  finance  charge  in  dollars  (dollar  cost  of  credit) 

D  =  debt  (amount  borrowed  or  proceeds) 

P  =  total  number  of  scheduled  payments 

Using  Equation  (7.3),  the  APR  is  16.4  percent.  Note  that  the  APR  is  approxi- 
mately double  the  add-on  rate  because,  on  average,  Mary  Ellen  has  use  of  only 
half  of  the  borrowed  money  during  the  entire  loan  period. 

Equation  7.3  can  be  calculated  on  the  Gannan/Forgue  Web  site. 
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The  Discount  Method  Occasionally,  the  discount  method  may  be  used  for  an 
installment  loan.  When  the  discount  method  is  applied  to  the  preceding  exam- 
ple, Mary  Ellen  would  receive  only  $1640  ($2000  minus  $360)  at  the  beginning 
of  the  loan  period.  Using  Equation  (7.3),  the  APR  would  be  19.8  percent  (the  APR 
rises  because  only  $1640  is  borrowed  while  $2000  is  repaid). 


B 


Recognize  signs  of 
overindebtedness,  know 
what  to  do  when  it  occurs, 
and  explain  your  rights 
regarding  credit  collection 
and  bankruptcy. 


Dealing  with  Overindebtedness 


People  become  overindebted  when  excessive  personal  debts  make  repayment 
difficult.  Signs  of  overindebtedness  are  provided  below.  If  these  signs  appear, 
debtors  can  take  steps  such  as  getting  credit  counseling  to  correct  the  situation. 
Lenders,  of  course,  will  attempt  to  collect  the  debts,  but  they  are  required  to 
adhere  to  the  stipulations  of  the  Fair  Debt  Collections  Practices  Act  (described  in 
the  next  section).  As  a  last  resort,  some  debtors  choose,  or  are  forced  by  creditors 
into,  bankruptcy. 


Ten  Signs  of  Overindebtedness 

1.  Exceeding  debt  limits  and  credit  limits.  Are  you  spending  more  than  20 
percent  of  your  take-home  pay  on  credit  repayments?  Are  you  over  the  max- 
imum approved  credit  limits  on  your  credit  cards? 

2.  Running  out  of  money.  Are  you  using  credit  cards  on  occasions  when  you 
previously  used  cash?  Are  you  borrowing  to  pay  insurance  premiums,  taxes, 
or  other  large,  predictable  bills?  Are  you  borrowing  to  pay  for  regular 
expenses,  like  food  or  gasoline?  Do  you  try  to  borrow  from  friends  and  rel- 
atives to  carry  you  through  the  month? 

3.  Paying  only  the  minimum  amount  due.  Do  you  pay  the  minimum  pay- 
ment— or  almost  the  minimum — on  your  credit  cards  instead  of  making  a 
larger  payment  to  reduce  the  balance  owed? 

4.  Requesting  new  credit  cards  and  increases  in  credit  limits.  Have  you 
applied  for  additional  credit  cards  to  increase  your  borrowing  capacity? 
Have  you  asked  for  increases  in  credit  limits  on  your  present  credit  cards? 

5.  Paying  late  or  skipping  credit  payments.  Are  you  late  more  than  once  a  year 
in  paying  your  mortgage,  rent,  car  loan,  or  utility  bills?  Do  you  frequently 
pay  late  charges?  Are  you  juggling  bills  to  pay  the  utilities,  rent,  or  mort- 
gage? Are  creditors  sending  overdue  notices? 

6.  Not  knowing  how  much  you  owe.  Have  you  lost  track  of  how  much  you 
owe?  Do  you  avoid  reality  by  not  adding  up  the  total?  Are  you  afraid  to  add 
up  how  much  debt  you  have? 

7.  Taking  add-on  loans.  Taking  add-on  loans,  or  flipping,  occurs  when  you 
refinance  or  rewrite  a  loan  for  an  even  larger  amount  before  it  has  been  com- 
pletely repaid.  Say  that  a  loan  of  $1000  has  been  repaid  down  to  $400.  You 
decide  to  refinance  the  debt  balance  of  $400  by  borrowing  $2000  and  tak- 
ing the  additional  $1600  ($2000  -  $400)  for  other  purposes. 
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8.  Using  debt-consolidation  loans.  Are  you  borrowing,  perhaps  from  a  new 
source,  to  pay  off  old  debts?  Such  action  may  temporarily  reduce  pressure  on 
your  budget,  but  it  also  indicates  that  the  borrower  is  using  too  much  credit. 

9.  Receiving  notice  of  repossession  or  foreclosure.  Foreclosure  is  a  legal  pro- 
ceeding by  which  the  lender  seizes  a  home  for  nonpayment  of  the  mortgage. 
Has  your  home  or  other  asset  been  seized  to  pay  debts? 

10.  Experiencing  garnishment.  Garnishment  is  a  court-sanctioned  procedure 
by  which  a  portion  of  the  debtor's  wages  are  set  aside  to  pay  debts.  Wages 
and  salary  income,  including  that  of  military  personnel,  can  be  garnished. 
The  Truth  in  Lending  Act  prohibits  more  than  two  garnishments  of  one  per- 
son's paycheck.  The  total  amount  garnished  cannot  represent  more  than  25 
percent  of  a  person's  disposable  income  for  the  pay  period  or  more  than  the 
amount  by  which  the  weekly  disposable  income  exceeds  30  times  the  fed- 
eral minimum  wage  (whichever  is  less).  In  addition,  the  law  prohibits  gar- 
nishment from  being  used  as  grounds  for  employment  discharge. 

Federal  Law  Regulates  Debt  Collection  Practices 

The  Fair  Debt  Collection  Practices  Act  (FDCPA)  of  1977  prohibits  third-party  debt- 
collection  agencies  from  using  abusive,  deceptive,  and  unfair  practices  in  the 
legitimate  effort  to  collect  past-due  debts.  Banks,  dentists,  lawyers,  and  others 
who  make  their  own  collections  are  exempt  from  the  act.  Debt-collection  agen- 
cies are  firms  that  specialize  in  making  collections  that  could  not  be  obtained  by 
the  original  lender.  In  some  cases,  collection  agencies  assist  the  original  lender 
(for  a  fee);  in  others,  they  take  over  (purchase)  the  debt  and  become  the  creditor. 
When  a  debtor  offers  to  make  payment  for  several  debts,  FDCPA  requires  that  the 
amount  paid  must  be  applied  to  whichever  debts  the  debtor  desires. 

Collection  agencies  are  prohibited  from  telephoning  the  debtor  at  unusual 
hours,  making  numerous  repeated  telephone  calls  during  the  day,  not  applying 
payments  to  amounts  under  dispute,  using  deceptive  practices  (such  as  falsely 
claiming  they  are  attorneys  or  government  officials),  making  threats,  or  using 
abusive  language.  They  also  cannot  telephone  a  debtor's  employer.  Even  with 
these  limitations,  collection  agencies  can  be  irritatingly  persistent  when  collect- 
ing past-due  accounts.  If  the  collection  effort  is  not  successful,  as  a  last  resort  the 
creditor  may  take  the  debtor  to  court  to  seek  a  legal  judgment  against  the  debtor; 
this  judgment  may  be  collected  by  repossessing  some  of  the  debtor's  property 
and/or  garnishing  wages. 

Bankruptcy  as  a  Last  Resort 

When  debts  are  so  overbearing  that  life  seems  really  bleak — a  situation  that  may 
be  aggravated  by  recent  unemployment,  illness,  disability,  death  in  the  family, 
or  small  business  failure — many  people  consider  seeking  the  advice  of  an  attor- 
ney about  filing  a  petition  in  federal  court  to  declare  bankruptcy.  Bankruptcy  is 
a  constitutionally  guaranteed  right  that  permits  people  (and  businesses)  to  ask  a 
court  to  find  them  officially  unable  to  meet  their  debts.  When  the  bankruptcy 
court  grants  such  a  petition,  the  assets  and  liabilities  of  the  person  are  then 
administered  for  the  benefit  of  the  creditors.  This  process  provides  for  an  orderly 
division  of  the  borrower's  property  and  repayment  of  each  creditor  as  fully  as 
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Manage  if  You  Become  Overindebted 


Even  the  most  well-meaning  credit  user  can  become 
overextended  as  a  result  of  illness,  unemployment, 
or  serious  inattention  to  credit  usage.  Reviewing  the 
checklist  of  signals  of  credit  overindebtedness  can 
sound  the  alarm  and  motivate  you  to  consider  a 
"debt  diet"  before  creditors  begin  collection  proce- 
dures. What  should  you  do  if  you  begin  to  realize 
that  you  are  overextended? 

1 .  Determine  what  you  owe.  Find  out  exactly  how 
much  is  owed,  to  whom,  and  the  monthly  pay- 
ment amounts  needed  to  pay  off  each  debt.  For 
credit  card  and  other  open-ended  credit,  you  will 
need  to  set  a  target  payoff  date  and  determine 
the  monthly  payment  required  to  meet  that  tar- 
get. The  Garman/Forgue  Web  site  provides  a  cal- 
culator to  help  you  do  so.  Remember,  paying  off 
debts  provides  a  better  "rate  of  return"  than  sav- 
ings accounts  and  most  investments.  Invest  your 
money  in  debt  repayment  first. 

2.  Foci4S  your  budget  on  debt  reduction.  Calculate 
the  percentage  of  your  budget  necessary  to  make 
the  payments  listed  in  step  1,  then  add  5  per- 
cent. Use  this  extra  money  to  help  pay  your 
creditors  by  applying  the  extra  money  to  the 
debts  with  the  highest  APRs  first  and  then,  in 
turn,  to  others  with  lower  APRs. 

3.  Contact  your  creditors.  Try  to  work  out  a  new 
payment  plan  with  your  creditors.  Many  lenders, 
including  those  that  finance  automobiles,  may 
let  you  skip  a  few  payments.  They  want  to  see 
you  solve  your  financial  problems  so  you  can 
avoid  bankruptcy.  Creditors  are  more  likely  to 
work  with  borrowers  who  come  to  them  first 
rather  than  after  collection  efforts  begin. 

4.  Take  on  no  new  credit.  Credit  cards  should  be 
turned  back  to  the  issuer  or  locked  up  so  they 
cannot  be  used.  Disciplined  action  to  reduce  debt 
should  show  results  in  only  a  few  months.  If 
progress  does  not  occur,  seek  professional  help. 

5.  Refinance.  Determine  if  some  loans  can  be  refi- 
nanced at  a  lower  percentage  rate.  This  is  espe- 
cially possible  with  mortgage  loans.  (See  Chapter 
9  for  details.)  Even  if  you  refinance,  keep  making 


the  same  payment  to  pay  the  new  loan  off  more 
quickly.  Obtaining  a  debt-consolidation  loan 
might  be  appropriate  for  someone  who  acquired 
too  much  debt;  you  should  avoid  the  temptation 
to  use  this  strategy  simply  to  lower  total 
monthly  payments.  It  is  smart  to  use  debt  con- 
solidation to  lower  APRs. 

Find  good  help.  Many  large  employers  offer  bud- 
get counseling  through  their  personnel  offices. 
You  also  may  be  able  to  find  free  counseling  at 
your  credit  union  or  labor  union.  Another  place 
to  seek  help  is  with  your  creditors.  Many  credi- 
tors, such  as  banks  and  consumer  finance  com- 
panies, provide  advice  to  help  debtors.  A  non- 
profit consumer  credit  counseling  organiza- 
tion provides  individual  credit  counseling,  assis- 
tance with  financial  problems,  educational  mate- 
rials on  credit  and  budgeting,  and  a  debt  man- 
agement plan  as  an  alternative  to  bankruptcy. 
The  organization  negotiates  with  creditors  to  per- 
suade them  to  accept  reduced  or  partial  pay- 
ments and  to  pass  those  savings  along  to  the 
debtor.  A  debt  management  program  requires 
the  consumer  to  provide  one  monthly  payment 
(usually  somewhat  smaller  than  the  total  of  pre- 
vious credit  payments)  that  is  distributed  to  all 
creditors.  Services  are  provided  on  a  face-to-face 
basis  or  via  the  telephone  for  free  or  at  a  nominal 
cost.  Nationwide  nonprofit  credit  counseling 
organizations  include  Debt  Counselors  of  Amer- 
ica [(800)  680-3328],  Genus  Credit  Management 
[(888)  436-8715],  and  National  Foundation  for 
Consumer  Credit  [(800)  388-2227]. 

Avoid  bad  help.    Many  people  claim  that  they 
want  to  help  people  in  debt.  Some  are  not  so 
reputable,  however.  A  credit  repair  company 
(also  known  as  a  credit  clinic)  is  a  firm  that 
offers  to  help  improve  or  fix  one's  credit  history 
for  a  fee;  it  typically  requires  an  advance  pay- 
ment (often  $250  to  $2000).  No  company  is  able 
to  remove  or  "fix"  accurate  but  negative  infor- 
mation in  anyone's  credit  history.  For-profit 
credit  counseling  organizations  charge  fees  as 
high  as  20  percent  of  the  amount  owed.  These 
organizations  should  be  avoided. 
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possible.  Most  of  the  bankrupt  person's  assets  are  given  to  the  trustee  and  sold. 
State  and  federal  laws  govern  what  the  debtor  can  keep;  in  general,  bankrupt 
people  are  allowed  to  keep  a  small  equity  in  their  homes,  an  inexpensive  auto- 
mobile, and  limited  personal  property.  After  division  of  assets  not  exempt  from 
bankruptcy,  the  remaining  debt  is  usually  discharged  (forgiven  or  canceled)  by 
the  court  at  the  time  a  debtor  emerges  from  bankruptcy. 

Attorneys,  although  not  absolutely  necessary  for  bankruptcy  filings,  typically 
charge  $500  to  $1000,  or  more,  depending  on  the  complexity  of  the  case.  The 
advice  of  an  attorney  is  a  good  idea  when  considering  bankruptcy.  Federal  laws 
allow  bankruptcy  for  consumers  in  two  forms:  Chapter  13  and  Chapter  7. 

Chapter  13 — Regular  Income  Plan  Chapter  13  of  the  Bankruptcy  Act  (also 
known  as  the  wage  earner  or  the  regular  income  plan)  is  designed  for  individ- 
uals with  regular  incomes  and  secured  debts  up  to  $750,000  and  unsecured  debts 
up  to  $250,000  who  might  be  able  to  pay  off  some  or  all  of  their  debts  given  cer- 
tain protections  of  the  court.  Under  this  plan,  the  debtor  submits  a  debt  repay- 
ment plan  to  the  court  that  is  designed  to  repay  as  much  of  the  debt  as  possible, 
typically  in  36  to  60  months.  After  the  debtor  files  a  petition  for  bankruptcy 
(accompanied  by  a  $160  filing  fee),  the  court  issues  an  automatic  stay — a  court 
order  that  temporarily  prevents  all  creditors  from  recovering  claims  arising  before 


Manage  Student  Loan  Debt 


1 .  Choose  the  most  advantageous  repayment 
pattern  allowed.  The  standard  repayment  plan 
for  student  loan  debt  calls  for  equal  monthly 
installments  paid  over  ten  years.  If  you  owe 
more  than  $12,000,  it  may  be  possible  to  stretch 
payments  over  longer  time  periods.  Alterna- 
tively, you  can  establish  a  graduated  repayment 
plan  whereby  the  payments  are  lower  in  the 
early  years  and  increase  in  later  years  when 
income  is  anticipated  to  be  higher.  Finally,  an 
income-contingent  plan  ties  debt  repayment 
requirements  to  the  rise  and  fall  of  the  gradu- 
ate's income.  The  most  advantageous  approach 
is  to  pay  the  debt  off  as  soon  as  possible,  reduc- 
ing total  finance  charges. 

2.  Consolidate  student  loans.  It  may  be  possible 
to  consolidate  more  than  one  education  loan 
made  under  various  federal  programs  into  a  sin- 
gle plan  administered  by  the  federal  govern- 
ment. This  strategy  may  allow  for  a  much  more 
convenient  repayment  pattern.  [For  details  on 


consolidating  a  student  loan,  call  the 
Federal  Student  Aid  Information  Center  at 
(800)  433-3243.] 

3.  Pay  electronically.  In  some  programs,  the 
graduate  can  make  arrangements  to  have  the 
monthly  payment  transfened  electronically  and 
automatically  out  of  a  checking  account.  As  a 
reward  for  setting  up  such  an  anangement,  the 
graduate  receives  a  one-quarter  percentage  point 
reduction  in  the  interest  rate. 

4.  Be  punctual  with  your  repayments.  In  some 
programs,  if  you  make  the  first  48  payments  on 
time,  the  interest  rate  will  be  reduced  by  two 
percentage  points.  This  bonus  is  almost 
guaranteed  when  bonowers  opt  for  electronic 
repayment. 

5.  Refinance  with  a  second  mortgage  loan.  This 
strategy  may  be  useful  since  home  equity  inter- 
est is  tax-deductible,  whereas  student  loan  inter- 
est is  not. 
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the  start  of  the  bankruptcy  proceeding.  This  action  protects  the  debtor  from  col- 
lection efforts  by  creditors,  including  garnishments,  and  generally  no  assets  may 
be  sold  by  the  borrower  or  repossessed  by  the  lender  after  a  stay  is  granted. 

After  the  court  notifies  all  creditors  of  the  petition  for  bankruptcy,  a  hearing 
is  scheduled.  With  the  help  of  a  bankruptcy  trustee  (or  U.S.  trustee) — who  ver- 
ifies the  accuracy  of  a  bankruptcy  petition  at  a  hearing  and  who  distributes  the 
assets  according  to  a  court-approved  plan — the  proposed  repayment  plan  is 
reviewed  (and  modified,  if  necessary)  and  finally  approved  by  the  court.  The 
debtor  must  then  follow  a  strict  budget  while  repaying  the  obligations.  During 
this  time,  new  credit  is  prohibited  without  permission  of  the  trustee.  If  the 
debtor  makes  all  scheduled  payments,  he  or  she  is  discharged  of  any  remaining 
amounts  due  that  could  not  be  repaid  within  the  period. 

Chapter  7 — Immediate  Liquidation  Plan  Straight  bankruptcy,  known  as 
Chapter  7  of  the  Bankruptcy  Act,  is  designed  for  an  immediate  liquidation  of 
assets.  This  option  is  permitted  when  it  would  be  highly  unlikely  that  substan- 
tial repayment  could  ever  be  made.  After  receiving  a  Chapter  7  petition  (the  fil- 
ing fee  is  $175),  the  bankruptcy  judge  can  rule  that  the  person  can  repay  some 
debt  and  is  referred  to  Chapter  13.  Some  debts  are  never  excused  or  exempted 
from  bankruptcy,  including  education  loans  that  have  come  due  within  the  pre- 
vious seven  years,  fines,  alimony,  child  support,  income  taxes  for  the  most 
recent  three  years,  debts  not  listed  on  a  bankruptcy  petition,  and  claims  for  puni- 
tive damages  for  malicious  or  wanton  acts,  such  as  causing  injury  while  driving 
under  the  influence  of  alcohol  or  drugs. 

Bankruptcy  should  be  used  as  a  last  resort  and  not  just  as  a  quick  fix  or  cure- 
all  for  overuse  of  credit.  Because  employers,  landlords,  and  creditors  check  credit 
reports,  people  who  have  declared  bankruptcy  typically  face  years  of  trouble  when 
renting  housing,  obtaining  home  loans,  and  getting  credit  cards.  The  fact  that 
someone  declared  bankruptcy  remains  on  his  or  her  credit  record  for  ten  years. 

Because  a  discharged  debtor  usually  emerges  with  little,  if  any,  debt  and  a 
much  improved  net  worth,  some  creditors  view  former  bankrupts  who  have  a 
reliable  source  of  income  in  a  positive  way.  Because  a  Chapter  7  cannot  be 
repeated  for  at  least  six  years,  the  discharged  debtors  may  represent  improved 
credit  risks.  Although  credit  limits  will  be  lower  and  will  require  hefty  down  pay- 
ments, this  renewed  access  to  credit  (at  higher  interest  rates  than  usual)  is  tempt- 
ing for  some  former  bankrupts. 


Summary 

1.   For  many  people,  items  such  as  automobiles, 
home  improvements,  and  major  appliances 
cannot  be  purchased  without  installment 
credit.  The  same  may  be  true  for  payment  of 
higher  education  and  some  investments.  In 
such  cases,  people  should  consider  planned 
borrowing,  which  is  a  knowing  decision  to 
borrow  when  the  cost  of  borrowing  is  war- 
ranted by  the  benefits  received. 


It  is  important  to  establish  your  own  debt 
limit.  Three  methods  can  be  used:  debt- 
payments-to-disposable-income  method, 
ratio  of  debt-to-equity  method,  and 
continuous-debt  method. 

Consumer  loans  are  classified  as  either 
installment  or  noninstallment  credit.  Bor- 
rowers must  also  distinguish  between 
secured  loans,  which  use  collateral  or  a 
cosigner,  and  unsecured  loans,  which  are 
riskier  for  the  lender  and,  therefore,  carry 
higher  finance  charges. 
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4.  Three  major  sources  of  consumer  loans  are 
depository  institutions,  consumer  finance 
companies,  and  sales  finance  companies.  The 
last  group  specializes  in  secured  loans,  often 
at  competitive  interest  rates,  with  the  items 
sold  serving  as  the  collateral. 

5.  Both  the  simple-interest  and  add-on  meth- 
ods are  used  to  calculate  the  cost  of  install- 
ment loans,  although  the  annual  percentage 
rate  formula  gives  the  correct  rate  in  all 
cases. 

6.  Among  the  signals  of  credit  overindebtedness 
are  exceeding  credit-limit  guidelines  and  run- 
ning out  of  money  too  often.  People  experi- 
encing serious  financial  difficulties  can  obtain 
professional  assistance  through  nonprofit 
consumer  credit  counseling  service  agencies 
or  by  submitting  a  petition  under  Chapter  7 
or  13  of  the  Bankruptcy  Act. 


Key  Words  &  Conce 


acceleration  clause     184 
add-on  method     194 
balloon  payment     185 
bankruptcy     196 
Chapter  7      199 
Chapter  13      198 
conditional  sales  contract 
cosigner     184 
debt  management  program 
debt  limit     180 
deficiency  balance     186 
foreclosure     196 
garnishment      196 
installment  credit     183 
lien     184 

prepayment  penalty     185 
rent-to-own  program     190 
secured  loan      184 
simple-interest  method     192 
variable-rate  loan      185 


185 


197 


Questions  for  Thought  &  Discussion 

1.  When  is  it  advantageous  to  borrow  funds  for 
planned  purposes? 

2.  How  does  setting  a  debt  limit  help  the  bor- 
rower? 

3.  Explain  how  the  "debt-payments-to- 
disposable-income"  debt-limit  method 
works. 

4.  Give  an  example  of  an  individual's  finances 
where  the  ratio  of  debt  to  equity  is  positive, 
and  calculate  the  ratio.  Create  another  exam- 
ple where  the  ratio  is  negative. 

5.  What  suggestions  about  debt  might  you  offer 
a  recently  married  couple  where  both 
spouses  work  for  money  income? 

6.  Distinguish  between  noninstallment  credit 
and  installment  credit. 

7.  For  the  borrower,  what  are  the  advantages 
and  disadvantages  of  a  variable-rate  loan? 

8.  Distinguish  between  a  secured  loan  and  an 
unsecured  loan. 

9.  What  does  it  mean  to  cosign  a  loan? 

10.  What  burden  might  an  acceleration  clause 
place  on  a  borrower? 

1 1 .  Would  you  recommend  voluntary  reposses- 
sion as  a  method  for  getting  out  of  debt? 

12.  Compare  and  contrast  an  installment  pur- 
chase agreement  with  a  conditional  sales 
contract. 

13.  Summarize  how  the  rule  of  78s  method 
works. 

14.  Describe  how  cash-value  life  insurance  can 
be  a  source  of  funds  for  borrowing. 

15.  What  process  would  a  person  interested  in 
borrowing  money  from  a  pawnshop  follow? 

16.  What  fees  must  be  included  in  the  finance 
charge  when  calculating  the  APR  on  a  loan? 

17.  For  single-payment  loans,  summarize  the  dif- 
ferences between  the  simple-interest  method 
and  the  discount  method  when  calculating 
the  APR. 
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18.  For  installment  loans,  summarize  how  the 
simple-interest  method  of  APR  calculation 
works. 

19.  Select  three  of  the  signals  of  credit 
overindebtedness  and  write  a  paragraph 
describing  a  hypothetical  person  who  is 
exhibiting  these  characteristics. 

20.  Distinguish  between  "taking  add-on  loans" 
and  "using  debt-consolidation  loans." 

21.  Compare  and  contrast  the  two  forms  of 
bankruptcy,  Chapter  13  and  Chapter  7. 


(a)  Should  Virginia  be  concerned  about  these 
clauses?  Why  or  why  not? 

(b)  What  are  some  fair  warnings  for  Virginia 
regarding  the  balloon  payment? 

(c)  Considering  the  rule  of  78s  clause,  what  will 
happen  if  Virginia  pays  off  the  loan  before 
the  regular  due  date? 

(d)  If  Virginia  had  financed  the  $12,000  for  four 
years  at  12  percent  APR,  what  would  her 
monthly  payment  be,  using  the  information 
in  Table  7.3  or  on  the  Garman/Forgue  Web 
site? 


DECISIONMAKING  CASES 

Case  1    Reducing  Expenses  to  Buy  a  New  Car 

Ann  Coulson  recently  graduated  from  college  and 
accepted  a  position  in  Manhattan,  Kansas,  as  an 
assistant  librarian  in  the  public  library.  Ann  has 
no  debts,  and  her  budget  is  shown  in  the  first  col- 
umn of  Table  7.2.  She  now  faces  the  question  of 
whether  to  trade  in  her  old  car  on  a  new  one  that 
will  cost  her  a  monthly  payment  of  $330.  Taking 
the  role  of  a  good  friend  of  Ann,  decide  in  what 
areas  and  how  much  in  each  area  might  Ann  cut 
back  on  her  expenses  so  that  she  can  afford  the 
vehicle. 

(a)  What  areas  might  be  cut  back? 

(b)  How  much  in  each  area  might  be  cut  back? 

(c)  After  finishing  your  analysis,  what  advice 
(and  possibly  alternatives)  would  you  offer 
Ann  about  buying  the  new  car? 

Case  2    Clauses  in  a  Car  Purchase  Contract 

Virginia  Rowland  is  a  dentist  in  Hattiesburg,  Mis- 
sissippi, who  recently  entered  into  a  contract  to 
buy  a  new  automobile.  After  signing  to  finance 
$12,000,  she  hurriedly  left  the  office  of  the  sales 
finance  company  with  her  copy  of  the  contract. 
Later  that  evening  Virginia  read  the  contract  and 
noticed  several  clauses — an  acceleration  clause,  a 
repossession  clause,  a  balloon  payment  for  $900, 
and  a  rule  of  78s  clause.  When  she  signed  the  con- 
tract, Virginia  was  told  that  "these  standard 
clauses  should  not  concern  her." 


Case  3    Debt  Consolidation  as  a  Debt 
Reduction  Strategy 

Isaac  Granovsky,  assistant  manager  at  a  small 
retail  shop  in  Las  Vegas,  New  Mexico,  had  an 
unusual  amount  of  debt.  He  owed  $1800  to  one 
bank,  $600  to  a  clothing  store,  $900  to  his  credit 
union,  and  several  hundred  dollars  to  other  stores 
and  persons.  Isaac  was  paying  more  than  $450  per 
month  on  the  three  major  obligations  and  $425 
per  month  for  an  apartment.  He  realized  that  his 
take-home  pay  of  slightly  more  than  $1200  per 
month  did  not  leave  him  with  much  excess  cash. 
Isaac  discussed  an  alternative  way  of  handling  his 
major  payments  with  his  credit  union  officer.  The 
officer  suggested  that  he  pool  all  of  his  debts  and 
take  out  a  debt-consolidation  loan  at  a  lower  inter- 
est rate.  As  a  result,  he  would  pay  only  $230  per 
month  for  all  his  debts.  Isaac  seemed  ecstatic  over 
the  idea. 

(a)  Is  Isaac's  enthusiasm  over  the  idea  of  a  debt- 
consolidation  loan  justified?  Why  or  why 
not? 

(b)  Why  can  the  credit  union  offer  such  a  "good 
deal"  to  Isaac? 

(c)  What  compromise  would  Isaac  make  to 
remit  payments  of  only  $230  as  compared 
with  $450? 

(d)  If  you  assume  that  the  consolidation  loan 
will  cost  more  in  total  interest,  what  would 
be  a  justification  for  this  added  cost? 
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Financial  Math  Questions 

1.  Rosemary  Jensen  and  Janice  Parker  of  East 
Lansing,  Michigan,  are  both  single  and  share 
an  apartment  on  the  limited  resources  pro- 
vided through  Rosemary's  disability  check 
from  Social  Security  and  Janice's  part-time 
job  at  a  grocery  store.  The  two  grew  tired  of 
their  old  furniture  and  went  shopping.  A 
local  store  offers  credit  at  an  annual  interest 
rate  of  16  percent,  with  a  maximum  term  of 
four  years.  The  furniture  they  wish  to  pur- 
chase costs  $2800,  with  no  down  payment 
required.  Using  Table  7.3  or  the 
Garman/Forgue  Web  site,  make  the  following 
calculations.  Print  your  results. 

(a)  What  is  the  amount  of  their  monthly 
payment  if  they  borrow  for  four  years? 

(b)  What  are  the  total  finance  charges  over 
that  four-year  period? 

(c)  How  would  the  payment  change  if  Rose- 
mary and  Janice  reduced  the  loan  term  to 
three  years? 

(d)  What  are  the  total  finance  charges  over 
that  three-year  period? 

(e)  How  would  the  payment  change  if  they 
could  afford  a  down  payment  of  $500 
with  four  years  of  financing? 

(0  What  are  the  total  finance  charges  over 
that  four-year  period  given  the  $500 
down  payment? 

(g)  How  would  the  payment  change  if  they 
could  afford  a  down  payment  of  $500 
with  three  years  of  financing? 

(h)  What  are  the  total  finance  charges  over 
that  three-year  period  given  the  $500 
down  payment? 

2.  Jack  Sprater  of  Bozeman,  Montana,  has  been 
shopping  for  a  loan  to  buy  a  new  car.  He 
wants  to  borrow  $12,000  for  four  or  five 
years.  His  credit  union  offers  a  simple  inter- 
est loan  at  9.1  percent  for  48  months,  result- 
ing in  a  monthly  payment  of  $299.19.  The 
credit  union  does  not  offer  five-year  auto 
loans  under  $15,000,  however.  If  he  bor- 
rowed $15,000,  this  payment  would  strain 
his  budget.  A  local  bank  offered  Jack  a  five- 
year  loan  at  a  9.34  percent  APR,  with  a 


monthly  payment  of  $251.08.  This  credit 
would  not  be  a  simple-interest  loan.  Because 
Jack  is  not  a  depositor  in  the  bank,  he  would 
also  be  charged  a  $25  credit  check  fee  and  a 
$45  application  fee.  Jack  likes  the  lower  pay- 
ment but  knows  that  the  APR  is  the  true  cost 
of  credit,  so  he  decided  to  confirm  the  APRs 
for  both  loans  before  making  his  decision. 

(a)  What  is  the  APR  for  the  credit  union 
loan? 

(b)  Use  the  n-ratio  formula  to  confirm  the 
APR  on  the  bank  loan. 

(c)  What  is  the  add-on  interest  rate  for  the 
bank  loan? 

(d)  By  how  much  would  Jack  lower  the  APR 
on  the  bank  loan  if  he  opened  an 
account  to  avoid  the  credit  check  and 
application  fees? 

3.   Elliott  Carson  of  Bishop,  California,  obtained 
a  two-year  installment  loan  for  $1500  to  buy 
some  furniture  eight  months  ago.  The  loan 
had  a  12.6  percent  APR  and  a  finance  charge 
of  $204.72.  His  monthly  payment  is  $71.03. 
Elliott  has  made  eight  monthly  payments 
and  now  wants  to  pay  off  the  remainder  of 
the  loan.  The  lender  will  use  the  rule  of  78s 
method  to  calculate  a  prepayment  penalty. 

(a)  How  much  will  Elliott  need  to  give  the 
lender  to  pay  off  the  loan? 

(b)  What  is  the  dollar  amount  of  the  prepay- 
ment penalty  on  this  loan? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria 
Advise  Their  Niece 

Victor  and  Maria  have  always  enjoyed  a  close  rela- 
tionship with  Maria's  niece  Teresa,  who  graduated 
from  college  with  a  pharmacy  degree.  Teresa 
recently  asked  Maria  for  some  assistance  with  her 
finances  now  that  her  education  debts  are  coming 
due.  Teresa  owes  $19,000  in  several  student  loans 
and  earns  $24,000  in  disposable  income.  Teresa 
would  like  to  take  on  additional  debt  to  furnish 
her  apartment  and  buy  a  better  car. 
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1.  What  advice  might  Maria  give  Teresa  about 
managing  her  student  loan  debt? 

2.  If  on  January  2,  2000,  Teresa  were  to  consoli- 
date her  loans  into  one  loan  at  8  percent 
interest,  what  advice  could  Maria  give  re- 
garding Teresa's  overall  debt  limit  using  both 
the  debt-repayment-to-disposable-income 
and  the  continuous-debt  methods  outlined 
in  the  chapter?  (Hint:  Use  Table  7.3  or  visit 
the  Garman/Forgue  Web  site  to  calculate 
monthly  payments  for  various  time  periods.) 

3.  Evaluate  monthly  payments  for  loan  terms 
of  three,  four,  and  five  years.  Compare  the 
results. 


The  Johnsons'  Credit  Questions 

Harry  and  Belinda  need  some  questions  resolved 
regarding  credit.  Their  three-year-old  car  has  been 
experiencing  mechanical  problems  lately.  Instead 
of  buying  a  new  set  of  tires,  as  planned  for  in 
March,  they  are  considering  trading  the  car  in  for 
a  new  vehicle  so  Harry  can  have  dependable  trans- 
portation for  commuting  to  work.  The  couple  still 
owes  $3600  to  the  bank  for  their  present  car,  or 
$285  per  month  for  the  remaining  18  months  of 
the  48-month  loan.  The  trade-in  value  of  the  car 
and  $1000  that  Harry  earned  from  a  freelance 
interior  design  job  should  pay  off  the  auto  loan 
and  leave  $1250  for  a  down  payment  on  the  new 
car.  The  Johnsons  have  agreed  on  a  sales  price  for 
the  new  car  of  $14,250.  The  money  planned  for 
tires  will  be  spent  for  other  incidental  fees  associ- 
ated with  the  purchase. 

1.  Make  recommendations  to  Harry  and 
Belinda  regarding  where  to  seek  financing 
and  what  APR  to  expect. 

2.  Using  the  Garman/Forgue  Web  site  or  the 
information  in  Table  7.3,  calculate  the 
monthly  payment  for  a  loan  period  of  three, 
four,  and  five  years  at  10  percent  APR. 
Describe  the  relationship  between  the  loan 
period  and  the  payment  amount. 

3.     Harry  and  Belinda  have  a  cash-flow  deficit 
projected  for  several  months  this  year  (see 
Tables  4.3  and  4.4).  Suggest  how,  when,  and 
where  they  might  finance  the  shortages  by 
borrowing. 


Exploring  the  World  Wide 


Web  of  Personal  Finance 
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To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1 .  A  key  to  getting  out  of  debt  quickly  and  at 
the  least  cost  is  to  determine  which  debts 
should  be  paid  off  first.  Visit  the  Web  site  for 
Debt  Analyzer.  Either  enter  your  own  data  or 
enter  hypothetical  data  to  determine  the 
most  efficient  way  to  pay  off  debts.  What 
three  insights  did  you  learn  about  debt 
repayment  priorities? 

2.  Visit  the  Web  site  for  the  Consumer  Informa- 
tion Center  in  Pueblo,  Colorado,  where  you 
will  find  an  on-line  copy  of  Managing  Your 
Debts:  How  to  Regain  Financial  Health.  Down- 
load or  print  the  handbook.  What  five  tips 
would  you  give  to  someone  who  feels 
overindebted? 

3.  Visit  the  Web  site  for  the  Legg  Mason  Finan- 
cial Calculator,  where  you  will  find  a  brief 
questionnaire  asking  for  information  about 
any  simple-interest  loan.  Complete  the  ques- 
tionnaire for  a  loan  you  have  or  for  a  hypo- 
thetical loan.  The  calculator  will  break  down 
the  monthly  payments,  indicating  which 
portion  of  each  payment  goes  to  pay  interest 
and  which  is  used  to  pay  down  the  principal 
of  the  loan. 

4.  Visit  the  Web  site  for  Mortgage  Market  Infor- 
mation Service,  where  you  will  find  a  calcu- 
lator that  determines  the  monthly  payment 
for  any  simple-interest  loan  given  the  time 
period,  interest  rate,  and  loan  amount. 
Assume  you  wish  to  borrow  $11,000  to  buy  a 
car.  Vary  the  time  period  and  interest  rate  of 
the  loan  to  see  how  these  variations  affect 
your  monthly  payment. 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


LI    Describe  several 
guidelines  to  save  money 
on  major  purchases. 


«a    Employ  the  three  steps 
in  wise  buying  that  occur 
prior  to  interacting  with 
sellers. 


J    Comparison  shop  when 
buying  or  leasing  vehicles 
and  other  major  purchases. 


■J    Evaluate  your  purchase 
decision  as  a  guide  for  future 
behavior. 


u    Negotiate  effectively  and 
make  intelligent  decisions 
when  undertaking  major 
expenditures. 


This  chapter  focuses  on  the  principles  of  wise  purchasing  as  applied  to  vehi- 
cles and  other  major  expenditures.  We  first  provide  some  guidelines  that  can 
save  you  substantial  amounts  of  money  over  your  lifetime.  These  guidelines 
include  life-cycle  planning  to  give  perspective  on  when  people  usually  make 
major  purchases.  The  steps  in  the  buying  process  are  then  examined  and  illus- 
trated. The  first  three  steps  occur  prior  to  interacting  with  sellers:  determining 
needs  and  wants,  preshopping  research,  and  fitting  the  budget.  The  important 
topic  of  comparison  shopping  follows  as  the  fourth  step  in  the  buying  process. 
The  next  two  steps  of  negotiating  and  making  the  decision  are  then  discussed 
with  an  emphasis  on  making  the  final  decision  at  home.  The  seventh  and  final 
step — evaluation  of  the  decision — is  taken  after  making  the  purchase. 
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\M    Describe  several 
guidelines  to  save  money 
on  major  purchases. 


uidelines  for  Wise  Buying 


Examples  of  ways  that  people  waste  money  could  fill  the  pages  of  dozens  of 
books.  Fortunately,  the  following  simple  guidelines  can  yield  savings  of  10  to  20 
percent  during  a  year,  equivalent  to  a  sharp  tax-free  increase  in  income. 


Control  Buying  on  Impulse 

Simple  restraint  will  help  avoid  impulse  buying,  which  is  simply  buying  with- 
out fully  considering  priorities  and  alternatives.  For  example,  you  may  have 
shopped  carefully  by  comparing  various  personal  computers  and  then  selected 
one  at  a  discount  store.  While  at  the  store,  you  impulsively  pick  up  some  games 
and  entertainment  software  that  you  had  not  planned  to  buy.  The  extra  $245 
spent  on  an  unplanned  purchase  ruins  some  of  the  benefits  of  the  careful  shop- 
ping for  the  computer  itself. 

PayCash 

Paying  cash  whenever  possible  can  save  money  in  two  ways.  First,  it  helps  con- 
trol impulse  buying,  which  becomes  easier  when  credit  cards  are  used  for  unnec- 
essary purchases.  Second,  use  of  credit  can  make  financial  planning  more  diffi- 
cult by  taking  away  financial  flexibility  and  by  adding  to  the  cost  of  items.  As 
discussed  in  Chapters  6  and  7,  you  may  pay  12,  18,  or  even  24  percent  more  for 
your  credit  purchases  in  the  form  of  interest. 

Buy  at  the  Right  Time 

Paying  attention  to  sales  and  looking  for  the  right  time  to  buy  will  save  money. 
Many  items,  such  as  sporting  goods  and  clothing,  are  marked  down  near  certain 
holidays  and  at  the  end  of  each  climate  season.  Another  $5  or  $10  weekly  can 
be  saved  on  food  simply  by  stocking  up  on  advertised  specials.  New  vehicles  are 
least  expensive  at  the  end  of  the  month  and  the  model  year  (because  of  sales) 
and  near  the  close  of  a  retailer's  promotion.  Make  sure  that  what  you  buy  on  sale 
is  something  you  will  really  use. 


Don't  Pay  Extra  for  a  "Name" 

Some  people  have  an  "Excedrin  headache"  for  $0.30  per  dosage,  while  others 
have  a  plain  aspirin  headache  for  $0.02  per  dosage.  Scientific  research  (not  the 
advertiser's  research)  consistently  shows  that  the  effectiveness  of  all  over-the- 
counter  pain  relievers  is  roughly  the  same.  Consequently,  the  ads  for  such  prod- 
ucts say  "none  better"  rather  than  "we're  the  best."  Gasoline,  vitamins,  laundry 
and  other  soaps,  and  many  grocery  items  are  all  products  with  minor  quality  dif- 
ferences. Even  some  different  makes  of  vehicles  are  essentially  identical.  For 
example,  some  automobiles  made  in  the  same  U.S.  plant  are  priced  differently, 
such  as  the  Chevrolet  Blazer  and  the  GMC  Jimmy. 

Buying  generic  products  represents  a  good  way  to  save  money.  Generic  prod- 
ucts are  sold  under  a  general  commodity  name  such  as  "whole-kernel  corn" 
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rather  than  a  brand  name,  such  as  Del  Monte.  Savings  can  be  especially  signifi- 
cant for  generic  prescription  drugs.  Many  states  allow  consumers  to  request  that 
the  pharmacist  dispense  a  generic  equivalent  even  if  the  physician  writes  the 
prescription  under  a  brand  name.  In  other  states,  consumers  can  ask  the  physi- 
cian to  write  the  prescription  for  a  generic  drug.  Realize,  too,  that  many  less- 
expensive,  store-brand  products  (such  as  those  sold  by  Sears  or  Kroger)  are  actu- 
ally made  by  the  brand-name  manufacturers. 

Many  people  feel  more  secure  buying  a  "name."  When  taking  vacations,  they 
choose  to  stay  at  upscale  hotels  (Radisson,  Hyatt,  Sheraton)  rather  than  save  50 
percent  or  more  by  staying  at  budget  inns  like  Motel  6,  Super  8,  or  Days  Inn — 
places  that  also  offer  satisfactory  accommodations.  Your  informed  financial  deci- 
sions should  be  consistent  with  your  personal  values,  and  you  can  go  first  class 
if  desired,  but  you  should  at  least  acknowledge  the  additional  cost  involved. 


Recognize  the  High  Price  of  Convenience  Shopping 

A  bottle  of  ketchup  or  a  jar  of  peanut  butter  bought  at  a  supermarket  probably 
costs  50  cents  less  than  the  same  items  purchased  at  a  nearby  convenience  store, 
whereas  bread  and  milk  may  be  priced  about  the  same.  Buying  a  few  items  daily 
at  a  convenience  store  or  neighborhood  market  rather  than  making  a  planned 
weekly  visit  to  a  supermarket  can  raise  food  bills  by  30  percent  or  more  through 
the  combination  of  higher  prices  and  the  more  frequent  temptation  of  impulse 
purchases.  In  addition,  although  shopping  for  furniture  and  appliances  in  one's 
local  community  may  be  convenient,  better  prices  on  the  same  items  may  be 
found  in  larger,  more  competitive  shopping  areas. 


Use  Life-Cycle  Planning  for  Major  Purchases 

"You  can't  have  everything,"  the  old  saying  goes,  but  many  young  Americans 
certainly  try.  This  desire  to  have  all  of  life's  comforts  early  in  life  is  one  of  the 
reasons  why  the  average  household  headed  by  someone  younger  than  age  25 
spends  17  percent  more  than  its  disposable  income.  (How?  By  using  credit,  of 
course.)  Because  it  is  important  to  realize  that  one  cannot  have  everything  right 
now,  life-cycle  planning  will  help  keep  things  in  perspective.  Comparing  your 
possessions  to  those  of  your  parents  or  more  established  relatives  and  friends  is 
fine,  but  you  should  recognize  that  it  takes  many  years  to  build  up  the  same 
quantity  and  quality  of  possessions.  Setting  short-  and  long-term  goals  intelli- 
gently and  recognizing  budget  limitations  will  enable  you  to  reach  goals  for 
major  purchases  without  jeopardizing  your  financial  security. 

It  sometimes  helps  to  think  of  the  life  cycle  in  terms  of  three  periods:  early 
singlehood,  later  singlehood/young  couplehood,  and  mature  singlehood/middle 
couplehood.  Such  a  categorization  has  major  benefits  for  individuals  just  start- 
ing their  financial  lives.  First,  it  helps  to  plan  purchases  by  setting  up  an  appro- 
priate timetable.  Planning  makes  it  easier  to  delay  some  purchases,  knowing  that 
the  delay  is  not  permanent.  Second,  defining  these  periods  helps  set  up  a  bud- 
get category  to  save  money  for  the  purchase.  Third,  this  approach  makes  clear 
that  many  major  purchases  are  really  replacements  for  older,  obsolete  items.  The 
replacement  process  provides  a  good  opportunity  to  upgrade  the  quality  of  a 
more  basic  model  purchased  early  in  life  when  funds  were  more  limited. 
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A    Employ  the  three  steps 
in  wise  buying  that  occur 
prior  to  interacting  with 
sellers. 


Steps  Taken  Before  Interacting  with  the  Seller 

The  planned  buying  process  includes  seven  steps:  (1)  prioritizing  wants,  (2) 
preshopping  research,  (3)  fitting  the  budget,  (4)  comparison  shopping,  (5)  nego- 
tiating, (6)  making  the  decision,  and  (7)  complimenting  or  complaining  appro- 
priately. The  first  three  steps  should  occur  before  you  actually  interact  with  sell- 
ers in  any  major  way.  They  are,  in  a  sense,  the  homework  you  do  when  preparing 
to  buy. 


Prioritize  Your  Wants 

A  need  is  something  thought  to  be  a  necessity;  a  want  is  unnecessary  but 
desired.  In  truth,  very  few  needs  exist,  yet  in  everyday  language  people  talk  often 
of  needing  certain  things.  In  the  planned  buying  process,  it  is  best  to  avoid  such 
thinking  and,  instead,  consider  all  options  to  be  wants.  Of  course,  some  wants 
are  very  important.  The  most  important  can  be  determined  by  prioritizing 
wants,  which  results  in  a  ranking  of  higher-priority  and  lower-priority  wants. 
This  approach  provides  two  benefits.  First,  it  allows  careful  consideration  of  ben- 
efits and  costs  of  options.  Second,  it  helps  avoid  short-circuiting  the  decision- 
making process  by  declaring  something  as  a  need  and,  therefore,  as  not  open  to 
careful  consideration. 

Prioritizing  becomes  more  difficult  when  a  decision  has  multiple  facets.  For 
example,  consider  the  case  of  Sharon  Danes,  a  respiratory  therapist  from  St.  Paul, 
Minnesota.  Sharon  has  been  late  to  work  several  times  in  the  past  few  months 
because  her  12-year-old  car  has  malfunctioned  more  than  once.  She  must  first 
decide  whether  she  should  buy  a  new  vehicle,  buy  a  used  vehicle,  repair  her  cur- 
rent vehicle,  or  take  the  bus  to  work.  After  considering  these  options,  Sharon 
decides  to  focus  on  buying  a  new  vehicle.  Next,  she  must  determine  which  vehi- 
cle features  are  of  higher  or  lower  priority.  To  do  so,  Sharon  developed  the  work- 
sheet shown  in  Figure  8.1.  Such  a  worksheet  formalizes  the  prioritization  process 
and  aids  decision  making  and  shopping. 


Do  the  Necessary  Preshopping  Research 

Preshopping  research  means  gathering  information  about  products  or  services 
before  actually  beginning  to  shop  for  them.  Manufacturers,  sellers,  and  service 
providers  represent  important  sources  of  information  about  products  and  ser- 
vices during  preshopping  research.  Automobile  manufacturers  publish  many 
brochures  on  their  products  and  sponsor  automobile  shows  that  are  used  both 
to  promote  and  to  provide  information  on  their  vehicles.  Two  other  sources  of 
information  are  friends  and  consumer  magazines.  If  you  know  someone  who 
drives  an  automobile  you  are  considering  buying,  ask  the  person  about  his  or  her 
experience  with  the  vehicle.  You  also  could  read  about  the  vehicle  in  a  consumer 
magazine,  such  as  Consumer  Reports,  which  tests  and  reports  on  five  to  ten  prod- 
ucts monthly.  In  addition,  Consumer  Reports  Buying  Guide,  which  is  published 
every  December,  lists  facts  and  figures  on  numerous  products.  Monthly  issues  of 
Consumer  Reports  generally  provide  a  two-  to  five-page  narrative  analyzing  the 
products  and  summarizing  the  information  in  chart  form.  Figure  8.2  on  page 
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Figure  8.1 

Priority  Worksheet 
(for  Sharon  Danes) 

AUTOMOBILE    FEATURE 

PRIORITY    LEVEL 
1                   2 

3 
• 

• 

/Ti*  c<3v\<AlH<3v\iv\^ 

• 

• 

AM-FK  \r<*<Al<3 

• 

• 

• 

Cey^rrcA  lecV.l*\<5  sysfe**\ 

• 

CD  pl<*yev 
Cvulse  cov\Wo) 

• 

• 

4-WUeel  6*H-wWeeV)  <A/ive 

• 

• 

Rew-iwiv\<Aou;  <Ae£v<3Sfev 

• 

5tAV\  v<J0-P  /  l*\<30Vv  v-<5<>£ 

• 

TUe-P^<A€f ewenf  sysfew 

• 

209  provides  an  example  of  such  a  chart  for  a  computer  printer.  Each  year  the 
April  issue  of  Consumer  Reports  is  devoted  to  the  buying  of  vehicles. 

When  shopping  for  any  product,  it  may  help  to  review  publications  on  a  more 
specific  topic,  such  as  Photography,  PC  World,  Car  and  Driver,  and  Stereo  Review.  Real- 
ize, however,  that  trade  magazines  accept  advertising  for  the  products  they  report 
on  and  thus  are  not  likely  to  be  as  unbiased  as  Consumer  Reports,  which  accepts  no 
advertising.  Another  unbiased  source  of  information  on  wise  buying  (and  many 
other  personal  finance  topics)  is  the  federal  government's  Consumer  Information 
Center,  Pueblo,  Colorado  81009  (www.gsa.gov/staff/pa/cic/cic.htm). 

Price  Advertising  is  a  key  source  of  information  about  prices.  You  can  also 
obtain  price  information  through  catalogs,  the  telephone,  and  over  the  Internet. 
While  the  prices  of  "big  ticket"  items  like  furniture,  appliances,  and  vehicles  may 
be  advertised,  you  may  need  to  visit  a  showroom  or  dealership  for  prices  on  spe- 
cific makes,  models,  and  options.  This  first  visit  should  not  be  a  buying  trip,  but 
rather  a  mission  to  gather  information  only.  A  key  piece  of  information  is  the 
retail  or  manufacturer's  suggested  retail  price  (MSRP),  which  simply  consists 
of  the  initial  asking  price.  On  new  vehicles,  the  MSRP — called  the  sticker  price — 
appears  on  a  window  sticker  in  the  vehicle.  The  sticker  price  may  bear  little  rela- 
tionship to  the  price  ultimately  paid  for  a  new  vehicle.  Many  consumers  have 
caught  on  to  the  fiction  of  new  car  sticker  prices  and  now  focus  on  the  invoice 
price  or  seller's  cost,  which  reflects  the  price  the  dealer  paid  for  the  vehicle.  In 
fact,  manufacturers  sometimes  offer  dealer  holdback  programs  that  permit  the 
dealer  to  retain  (instead  of  paying)  a  portion  of  the  invoice  price,  thereby  pro- 
viding the  dealer  with  additional  profit  on  the  vehicle.  Thus,  even  the  invoice 
price  may  not  represent  the  true  dealer  cost. 
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Figure  8.2 


Consumer  Reports  Ratings  on 
Computer  Printers. 


Source:  "Computer  Printers."  Copyright  1999 
by  Consumers  Union  of  U.S.,  lnc.,Yonkers,  NY 
10703-1057.  Reprinted  by  permission  from 
Consumer  Reports,  March  1 999. 
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Computer  printers 


Shopping  strategy 


An  inkjet  printer  is  the  best 
choice  for  most  households, 
thanks  to  its  color-printing 
prowess.  A  laser  printer  is 
strictly  for  black  and  white. 

Consider  operating  costs  Check  the 
Details  on  the  Models  to  find  the  printers 


with  the  lowest  printing  costs,  especially  for 
graphics  and  photos. 

Know  where  to  shop  You  can  find 
printers  at  office-supply  and  computer  stores, 
wholesale  clubs,  in  catalogs,  or  at  online 
marts.  Individual  retailers  as  well  as  several 
computer  makers  package  a  printer  with  the 
rest  of  the  hardware. 
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The  tests  behind  the  Ratings 

Overall  score  covers  speed  for  text  and  print 
quality  for  text,  graphics,  and  photos.  We  used 
default  settings  for  text  and  graphics.  Text  quality 
indicates  how  crisply  and  clearly  each  printer 
reproduced  text  on  copier  paper.  Text  speed  is 
for  single-spaced  pages  per  minute  (ppm),  based 
on  the  time  needed  from  executing  an  "OK  to 
print"  command  until  the  last  page  is  finished.  We 
printed  a  three-page  document,  then  calculated 
an  average  speed.  The  color  column  gives  the 
speed  when  the  text  included  a  small  amount  of  a 
second  color.  B/W  and  color  denote  print  quality 
for  graphics  and  photos.  Price  is  the  estimated 
average,  based  on  a  national  survey. 
In  the  Details  on  the  Models:  All  the  printers  run  on 
Windows  95,  98,  and  NT;  most  also  run  on  Win- 
dows 3.1,  and  a  few  run  on  Mac  OS.  Dimensions  are 


HxWxDforthe  overall  space  needed 
to  use  the  printer.  •Printing  costs  in-   .      veiypjed 
elude  ink  or  toner  as  well  as  wear 
on  print  heads  and  drums.  Text  and   Q  geo- 
graphies figures  assume  paper  cost 
of  0.5e  per  sheet  photo  figures,  a   Q  fw 
paper  cost  of  67e  per  sheet  •  "Ban- 
ner" means  the  printer  can  print  at  £  Poor 
least  a  44-inch  banner. 

Most  of  these  printers:  •  Are  sold  with  and 
accommodate  one  set  of  color  and  black  ink  car- 
tridges or  one  toner  cartridge.  •  Have  a  100-page 
paper  feeder,  an  on/off  switch,  an  on-screen  ink 
monitor.  •  Offer  technical  support  by  telephone, 
fax,  or  Internet.  •  Use  IEEE-1284  printer  cable  to 
connect  to  a  Windows  computer's  parallel  port, 
which  should  be  set  to  the  ECP  mode  for  best 
results.  •  Have  a  1  -yr.  warranty. 


210 


PART   2     Money  Management 


Trade-In  You  may  be  able  to  trade  in  an  old  model  when  buying  a  new  one, 
especially  with  automobiles.  Buyers  need  to  know  the  true  value  of  any  item 
they  will  trade  in.  You  can  determine  the  value  of  a  car  by  telephoning  someone 
at  a  bank  or  credit  union  who  has  access  to  the  National  Automobile  Dealers 
Association  (NADA)  "red  book"  of  used  vehicle  prices.  Generally,  people  can 
receive  a  better  price  by  selling  a  vehicle  on  their  own  rather  than  trading  it  in. 

Cost  of  Financing  Major  purchases,  such  as  vehicles,  are  commonly  purchased 
using  credit.  It  is  important  to  gather  information  on  the  current  annual  per- 
centage rates  (APRs)  on  vehicle  and  other  purchase  loans  from  various  sources. 
An  important  source  of  loans  for  new  vehicles  is  sales  financing  arranged 
through  the  dealer  or  manufacturer.  In  addition,  buyers  should  always  obtain 
quotes  from  local  banks  and  credit  unions. 

Fit  the  Expenditure  into  Your  Budget 

Everyone  asks  "Can  I  afford  it?"  when  making  a  buying  decision.  When  the  pur- 
chase is  an  expensive  one,  this  question  is  crucial.  An  unaffordable  cash  purchase 
can  wreck  a  budget  for  one  or  two  months,  but  an  ill-advised  credit  purchase  may 
have  negative  effects  for  years. 

One  way  to  view  the  cost  of  a  major  expenditure  is  to  consider  the  cost  per 
use  of  the  product.  For  example,  Frank  Lenz,  an  autoworker  from  Chicago,  is 
considering  buying  a  video  camera.  He  has  researched  several  models  in  the 


HOW 


to... 


Get  Help  When  Buying  a  New  Vehicle 


The  complexity  and  uncertainty  involved  in  negoti- 
ating the  price  of  a  new  vehicle  has  led  to  the 
development  of  a  number  of  services  that  are 
offered  to  assist  buyers.  A  new  vehicle  buying  ser- 
vice provides  people  with  aid  ranging  from  retail 
and  wholesale  price  lists  to  third-party  negotiation 
of  a  purchase  price  horn  one  or  more  dealers.  One 
of  the  first  such  services  to  begin  operation  was  the 
Consumer  Reports  New  Car  Price  Service  at  (800) 
933-5555.  Others  include  AutoAdvantage  at  (800) 
999-4227.  All  provide  price  reports  for  a  fee  ranging 
from  $10  to  S30  per  report.  Expanded  services  can 
be  obtained  from  Nationwide  Auto  Brokers  at  (800) 
521-7257,  which  will  sell,  finance,  and  deliver  new 
vehicles;  CarBargains  at  (800)  475-7283  and 
AutoAdvisor  at  (800)  326-1976  both  offer  bidding 
services.  Although  these  services  may  cost  from  $30 


to  $300,  the  fee  may  be  worth  the  expense  to  many 
car  buyers,  because  of  the  lower  prices  they  obtain 
and  the  freedom  from  hassles. 

You  can  also  search  the  Internet  for  new  car 
buying  assistance.  Both  Prodigy  and  America 
Online  have  multiple  avenues  for  getting  informa- 
tion by  typing  in  just  a  few  keywords  such  as 
"automobile"  and  "car."  Edmund's  Automobile 
Buyer's  Guide  can  be  found  on  the  Web  at 
www.edmunds.com.  Car  dealers  in  certain  geographic 
areas  have  set  up  Web  pages  that  can  be  accessed  to 
determine  availability  of  a  make  and  model  in  the 
area.  AutoSite  (www.autosite.com)  has  links  to 
automaker  home  pages.  You  can  even  use  the  Inter- 
net to  make  an  offer  to  a  dealership  for  a  car,  thus 
striking  a  deal  electronically. 
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$700-$ 750  price  range.  Frank  figures  that  he  would  use  the  camera  about  20 
times  per  year  and  knows  that  the  average  camcorder  lasts  about  seven  years, 
giving  him  140  uses.  Dividing  this  figure  into  the  cost  of  a  $700  model  yields  a 
cost  per  use  of  $5  ($700  ■*■  140),  excluding  the  cost  of  videotapes  and  mainte- 
nance. It  might  be  possible  for  Frank  to  save  money  by  renting  or  borrowing  a 
camera  when  he  needs  one. 

Using  a  more  expensive  purchase,  let's  look  at  how  Sharon  Danes  might  fit  a 
new  car  into  her  budget.  She  estimates  that  the  base  sticker  price  of  the  type  of 
car  she  wants  will  be  about  $13,000.  This  price  includes  the  four  items  she 
checked  as  highest  priority  because  she  would  not  consider  buying  a  car  that 
lacked  them.  The  second-priority  options  will  likely  add  a  total  of  $2100  to  the 
sticker  price:  passenger  air  bag,  $500;  air  conditioning,  $700;  antilock  brakes, 
$600;  and  cruise  control,  $300. 

Buying  a  car  with  her  first-  and  second-priority  features  might  cost  Sharon 
$16,000  ($13,000  +  $2100  for  the  options  +  $900  for  sales  tax  and  title  regis- 
tration). She  can  use  $2500  from  her  savings  account  as  a  down  payment,  receive 
$1000  for  trading  in  her  old  car,  and  borrow  the  remaining  $12,500.  The  prices 
for  the  car  and  its  options  are  Sharon's  estimates  from  her  preshopping  research. 
The  actual  price  she  will  pay  for  the  car  will  depend  on  her  ability  to  negotiate 
the  final  price  down  from  the  sticker  price.  From  her  research,  Sharon  knows 


Did  You 


KNOW 


The  Keys  to  Buying  a  Safe  Car 


The  following  pointers  may  help  you  purchase  a 
safer  new  or  used  vehicle. 

•  Check  government  safety  test  results.  The  fed- 
eral government  crash-tests  motor  vehicles  for 
safety.  For  results  on  various  makes  and  models, 
call  the  National  Highway  Traffic  Safety 
Administration  (NHTSA)  "auto  hotline"  at 
(800)  424-9393. 

•  Check  on  recalls.  With  more  than  ten  million 
new  vehicles  sold  in  the  United  States  each  year, 
it  is  understandable  that  some  will  be  recalled  for 
repairs  to  safety  features.  When  buying  a  used 
car,  call  the  NHTSA  auto  hotline  to  see  if  the 
vehicle  has  been  recalled.  If  so,  confirm  that  the 
repairs  have  been  made;  if  not,  buy  elsewhere. 
Dealers  are  required  to  fix  vehicles  recalled  for 
safety  reasons  for  free. 

•  Look  for  a  model  with  standard  airbags.  All 

new  cars  now  have  driver's  side  airbags.  For 
added  protection,  consider  new  and  used  models 


containing  airbags  for  both  the  driver  and  the 
front-seat  passenger.  Seatbelts  should  be  worn 
even  if  airbags  are  present. 

•  Consider  antilock  brakes.  Antilock  brakes  are 
believed  to  reduce  the  possibility  of  skidding  dur 
ing  sudden  stops.  They  are  especially  helpful  in 
rain  and  inclement  winter  conditions.  (Antilock 
brakes  should  not  be  pumped  during  a  skid; 
brake  and  hold.) 

•  Consider  side-impact  protection.  All  new  passen 
ger  cars  sold  in  the  United  States  now  meet  fed- 
eral side-impact  regulations.  Many  vehicles  met 
those  requirements  earlier  and  might  be  good 
candidates  for  the  used  car  buyer. 

•  Think  about  theft  as  well  as  accident  safety. 

Some  makes  and  models  of  cars  are  much  more 
attractive  to  thieves  than  others.  These  cars  also 
require  higher  automobile  insurance  premiums. 
Call  the  NHTSA  auto  hotline  for  information  on 
a  new  or  used  car's  theft  rating. 


I 
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that  the  dealer  cost  of  new  vehicles  averages  about  12  percent  less  than  the 
sticker  price.  By  multiplying  the  sticker  price  by  12  percent,  she  can  make  a 
rough  estimate  of  her  bargaining  room.  For  example,  Sharon  might  bargain  to 
reduce  the  price  of  the  car  with  the  wanted  options  and  taxes  by  10  percent  to 
$14,400  [$16,000  -  ($16,000  x  0.10)],  leaving  the  dealer  with  a  modest  profit 
margin. 

The  monthly  payment  that  Sharon  must  fit  into  her  budget  will  depend  on 
five  factors:  the  price  she  actually  pays  for  the  car,  the  down  payment  she  makes, 
the  time  period  for  payback  of  the  loan,  the  amount  she  receives  in  trade  for  her 
old  car,  and  the  interest  rate  on  the  loan.  For  illustration,  we  will  choose  the 
down  payment  of  $2500  and  assume  a  48-month  time  period  (a  common 
financing  term).  Sharon  figures  that  she  can  get  no  more  than  $1000  for  her  old 
car.  But  what  about  the  actual  price  and  interest  rate? 

We  will  assume  that  Sharon  has  done  a  good  job  of  estimating  the  price  she 
might  pay  for  the  car.  If  she  can  reduce  the  price  by  10  percent,  she  will  need  to 
borrow  $10,900  ($14,400  -  $2500  down  -  $1000  trade-in)  instead  of  $12,500. 
This  figure  is  only  an  estimate,  however,  and  may  vary  by  as  much  as  $1000 
depending  on  her  negotiating  skills.  If  the  loan  amount  is  $10,900,  Sharon 
would  then  need  to  use  the  likely  APR  figure  from  her  preshopping  research  to 
determine  a  monthly  payment.  If  she  obtains  a  loan  with  a  10  percent  APR, 
Sharon  estimates  that  her  monthly  payment  would  be  $276.42  (10.9  x  25.36, 
from  Table  7.3  on  page  184). 

Table  8.1  shows  Sharon's  monthly  budget.  Her  monthly  take-home  pay  of 
$1440  is  totally  committed.  To  buy  the  automobile  with  options,  she  will  need 
$276.42  per  month  and  will  have  to  change  her  budget  drastically.  To  commute 


Table  8.1 


Fitting  an  Automobile  Payment  into  « 

i  Monthly  Budget 

Budget  Last  Month 

Possible  Cutbacks 

Budget  with  Automobile 

Food 

$  230 

$-20 

$210 

Clothing 

100 

-25 

75 

Transportation 

80 

-80 

0 

Auto  insurance 

65 

65 

Gasoline 

25 

25 

Housing 

475 

475 

Utilities 

85 

85 

Telephone 

55 

55 

Entertainment 

100 

-50 

50 

Gifts 

50 

-25 

25 

Church  and  charity               30 

30 

Beautician 

25 

25 

Savings 

60 

-10 

50 

Miscellaneous 

60 

60 

Total 

$1440 

$-210 

Car  payment 

276 

Total  with  car 

payment 

$1506 
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to  her  former  job,  Sharon  used  public  transportation  at  a  cost  of  $80  per  month; 
those  dollars  can  now  go  toward  a  car  payment.  To  find  the  rest  of  the  money, 
she  could  cut  food  expenditures  ($20  per  month),  spend  less  on  clothing  ($25), 
cut  entertainment  and  gifts  in  half  ($50  and  $25,  respectively),  and  put  $10  less 
in  savings.  In  all,  these  efforts  would  raise  only  $210  ($80  +  $20  +  $25  +  $50 


Rental  Car  Basics 


Getting  a  good  deal  when  renting  a  car  can  be  diffi- 
cult. 

•  Select  the  type  of  car  needed.  Rental  car  rates  are 
broken  down  by  the  size  of  the  vehicle,  such  as 
subcompact,  compact,  and  mid-size.  Decide  what 
type  of  car  you  want  before  shopping.  You  may 
receive  a  free  upgrade  if  you  reserve  one  size  of 
vehicle  and  the  company  voluntarily  rents  you  the 
next  largest  because  your  desired  car  size  is  unavail- 
able. Be  aware  that  the  company  will  try  to  get  you 
to  agree  to  upgrade  even  if  a  free  upgrade  is  forth- 
coming. Some  people  take  a  chance  on  a  free 
upgrade  and  reserve  a  vehicle  smaller  than  they 
need.  If  you  really  need  a  midsize  car,  however, 
reserve  one. 

•  Shop  for  price.  Rental  car  rates  can  vary  by  as 
much  as  50  percent.  Call  or  use  the  Internet  to 
contact  several  companies  asking  for  the  absolute 
lowest  rates  (daily,  weekend,  or  weekly)  for  the  size 
of  vehicle  you  desire.  Check  the  travel  section  of 
your  local  newspaper  for  advertisements  announc- 
ing special  promotions.  Discounts  and  other  pro- 
motions are  available  only  on  a  certain  percentage 
of  vehicles  at  a  location.  Calling  early  can  ensure 
that  you  receive  the  best  rate. 

•  Ask  about  additional  fees.  Quoted  rates  do  not 
include  taxes  and  additional  fees  assessed  by  air- 
ports and  local  communities.  Fees  may  also  be 
assessed  for  additional  drivers,  drivers  younger 
than  age  25,  or  not  returning  the  car  to  the  same 
location  where  it  was  rented. 

•  Clarify  mileage  restrictions.  Free  unlimited 
mileage  may  be  available,  although  some  compa- 
nies restrict  free  mileage  to  100  miles  per  day.  Per- 
mile  charges  are  then  assessed.  Some  companies 
offer  unlimited  mileage  but  only  to  contiguous 


states,  such  as  renting  in  California  with  unlimited 
mileage  in  Arizona,  Nevada,  and  Oregon. 

Avoid  rental  car  insurance.  Rental  car  companies 
may  pressure  renters  to  buy  various  types  of  insur- 
ance at  the  time  of  rental.  The  most  notorious  is 
collision  damage  waiver  (CDW)  coverage,  which 
waives  the  rental  company's  right  to  collect  from  a 
renter  if  the  car  is  involved  in  an  accident.  Such 
insurance  can  add  $10  or  more  to  the  daily  rate, 
and  it  is  generally  unnecessary.  A  renter  who  has 
adequate  insurance  on  his  or  her  own  automobile 
will  likely  be  covered  on  rentals  as  well.  Check  with 
your  insurance  agent  for  confirmation. 

Rental  companies  will  also  offer  a  loss-damage 
waiver  (LDW)  insurance  coverage  (often  $3  to 
$15  per  day).  This  insurance  pays  a  rental  car  com- 
pany for  each  day  a  damaged  vehicle  is  out  of  ser- 
vice for  repairs.  If  you  refuse  CDW  or  LDW  cover- 
age, make  sure  your  own  insurance  will  pay  these 
expenses. 

Decide  how  to  pay  for  gas.  When  you  rent  a  vehi- 
cle, its  tank  will  be  full.  You  then  have  two 
choices.  First,  you  can  agree  to  return  the  car  with 
a  full  tank;  but  if  it  is  not  full,  you  will  likely  pay 
$2  to  $3  per  gallon  to  have  the  rental  company  fill 
it.  Second,  you  can  pay  for  the  initial  tankful  at  a 
price  nearly  equal  to  what  local  service  stations 
charge  per  gallon;  you  then  can  return  the  car  with 
its  tank  as  near  empty  as  you  choose. 

Inspect  the  vehicle.  Before  driving  off,  check  the 
car  for  dents,  dings,  scratches,  and  interior  damage 
and  stains.  Make  sure  removable  equipment  such  as 
the  spare  tire  and  jack  are  present.  If  such  damage 
is  present  or  items  are  missing,  have  them  noted  on 
the  rental  agreement  before  leaving  the  lot  to 
ensure  that  you  will  not  be  charged  upon  return. 
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+  $25  +  $10),  still  $66  short  of  the  amount  she  needs  for  the  car.  In  addition, 
the  gasoline,  parking,  and  insurance  costs  on  her  new  car  would  increase  the 
needed  amount  even  more.  Sharon's  alternatives  are  to  make  more  cutbacks  in 
her  budget,  to  work  overtime,  or  to  get  a  part-time  job.  She  could  also  reduce 
her  payments  to  $231.63  per  month  by  taking  out  a  longer  60-month  loan  (10.9 
x  $21.25,  from  Table  7.3).  She  should  be  wary  about  having  to  operate  on  such 
a  tight  budget  for  five  years,  however.  Sharon  will  pay  much  more  in  interest 
with  a  longer-term  loan  and  might  want  to  consider  a  less  expensive  new  car  or 
a  used  car. 


Comparison  Shopping 


J    Comparison  shop  when 
buying  or  leasing  vehicles 
and  other  major  purchases. 


After  completing  the  first  three  steps  in  wise  buying,  it  is  time  to  begin  interact- 
ing with  sellers  by  comparison  shopping — the  process  of  comparing  products 
or  services  to  find  the  best  buy.  A  best  buy  is  a  product  or  service  that,  in  the 
buyer's  opinion,  represents  acceptable  quality  at  a  fair  or  low  price  for  that  level 
of  quality.  Purchasing  the  product  with  the  lowest  price  does  not  necessarily 
assure  a  best  buy,  however;  quality  and  features  count,  too.  In  comparison  shop- 
ping, you  visit  different  stores  to  gather  specific  information  not  obtained  in 
your  preshopping  research.  Some  experts  recommend  use  of  the  "rule  of  three," 
which  says  to  compare  at  least  three  alternatives  on  any  decision. 

Comparison  shopping  takes  time  and  effort,  but  the  payoff  in  both  satisfac- 
tion and  savings  can  be  considerable.  During  the  early  steps  in  the  comparison 
shopping  process,  a  shopper  should  narrow  choices  to  specific  makes  and  mod- 
els and  desired  options.  Then,  he  or  she  should  visit  the  appropriate  dealerships 
again.  This  time  the  shopper  will  be  much  closer  to  the  decision  to  buy  and  will 
be  ready  to  discuss  details,  although  he  or  she  should  not  buy  at  this  point. 
When  comparison  shopping,  tell  the  salesperson  exactly  what  interests  you  and 
ask  about  price,  availability,  and  any  manufacturer's  incentives,  such  as  rebates 
(refunds  from  the  manufacturer  or  dealer)  that  apply.  You  should  inquire  about 
warranties,  service  contracts,  financing  options,  and  leasing.  Finally,  test-drive 
the  vehicle.*  The  goal  is  to  narrow  the  choice  even  further  prior  to  negotiating 
for  the  very  best  deal,  which  is  the  next  step  in  the  buying  process. 


Compare  Warranties 

Warranties  are  an  important  consideration  in  comparison  shopping.  Almost  all 
products  have  warranties — assurances  by  sellers  that  goods  are  as  promised  and 
that  certain  steps  will  be  taken  to  rectify  problems — even  if  only  in  the  form  of 
implied  warranties.  Under  an  implied  warranty,  the  product  sold  is  warranted 
to  be  suitable  for  sale  (a  warranty  of  merchantability)  and  to  work  effectively 
(a  warranty  of  fitness  for  a  particular  purpose)  whether  or  not  a  written  war- 
ranty exists.  Implied  warranties  are  required  by  state  law.  To  avoid  them,  the 
seller  can  state  in  writing  that  the  product  is  sold  "as  is."  If  you  buy  any  prod- 
Do  not  give  your  Social  Security  number  or  allow  the  dealer  to  photocopy  your  driver's  license. 
The  dealer  might  use  the  information  to  obtain  your  credit  bureau  report  while  you  are  on  the 
test-drive. 
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uct  "as  is,"  you  have  little  legal  recourse  should  it  fail  to  perform,  even  if  the 
salesperson  made  verbal  "promises"  to  take  care  of  any  problems. 

Written  and  oral  warranties  accompany  many  products  and  are  offered  by 
manufacturers  on  a  voluntary  basis  to  induce  customers  to  buy.  These  assurances 
are  called  express  warranties.  Companies  that  offer  written  express  warranties 
must  do  so  under  the  provisions  of  the  federal  Magnuson-Moss  Warranty  Act  if 
the  product  is  sold  for  more  than  $15.  This  1975  law  provides  that  any  written 
warranty  offered  must  be  classified  as  either  a  full  warranty  or  a  limited  warranty. 
A  full  warranty  includes  three  stringent  requirements:  (1)  a  product  must  be 
fixed  at  no  cost  to  the  buyer  within  a  reasonable  time  after  the  owner  has  com- 
plained; (2)  the  owner  will  not  have  to  undertake  an  unreasonable  task  to  return 
the  product  for  repair  (such  as  ship  back  a  refrigerator);  and  (3)  a  defective  prod- 
uct will  be  replaced  with  a  new  one  or  the  buyer's  money  returned  when  that 
product  cannot  be  fixed  after  a  reasonable  number  of  attempts.  A  limited  war- 
ranty offers  less  than  a  full  warranty.  For  example,  it  may  offer  only  free  parts, 
not  labor.  Note  that  one  part  of  a  product  could  be  covered  by  a  full  warranty 
(perhaps  the  engine  on  a  lawnmower)  and  the  rest  of  the  unit  by  a  limited  war- 
ranty. Read  all  warranties  carefully,  and  note  that  both  full  and  limited  war- 
ranties are  valid  for  only  a  specified  time  period. 


Service  Contracts  Can  Be  Overpriced 

A  service  contract  is  an  agreement  between  the  contract  seller  (a  dealer,  manu- 
facturer, or  independent  company)  and  the  buyer  of  a  product  to  provide  free  (or 
nearly  free)  repair  services  to  covered  components  of  the  product  for  some  spec- 
ified time  period.  This  type  of  contract  is  purchased  separately  from  the  product 
itself  (such  as  a  vehicle,  appliance,  or  electronics  product).  The  cost  is  paid  by  the 
purchaser  either  in  a  lump  sum  or  in  monthly  payments.  Service  contracts  are 
very  similar  to  insurance.  For  example,  a  25-inch  television  priced  at  $600  could 
have  a  service  contract  that  promises  to  fix  anything  free  for  the  third  and  fourth 
years  of  ownership;  the  manufacturer's  warranty  covers  the  first  two  years.  This 
contract  might  cost  $60  for  one  year,  or  $5  per  month,  even  if  no  servicing  is 
done.  Buying  a  service  contract  might  provide  peace  of  mind,  but  it  is  often 
unwise  economically.  More  than  80  percent  of  all  service  contracts  are  never 
used,  and  total  payouts  to  consumers  to  make  repairs  amount  to  less  than  10  per- 
cent of  money  spent  on  the  contracts. 

Service  contracts  have  become  increasingly  prevalent  in  the  vehicle,  appli- 
ance, and  electronics  markets  because  of  the  high  profits  involved  and  the  per- 
suasiveness of  salespersons.  All  major  automobile  manufacturers  and  many  deal- 
ers offer  service  contract  plans;  in  addition,  a  number  of  independent  companies 
offer  service  contracts  for  new  vehicles.  Service  contracts  are  sometimes  given 
names  such  as  "extended  warranty"  and  "buyer  protection  plan."  The  cost  for 
such  a  contract  can  exceed  $700,  and,  if  offered  by  the  manufacturer  or  dealer, 
it  can  be  added  to  the  purchase  price  of  the  vehicle  and  financed  with  the  pur- 
chase loan.  If  $700  is  charged  for  the  plan,  $400  or  more  may  be  dealer  profit.  A 
seller  can  afford  to  be  more  generous  on  a  deal  if  he  or  she  knows  that  most  of 
the  money  will  be  made  back  on  the  service  contract.  Often,  a  deductible  of 
about  $100  must  be  paid  with  each  use  of  the  contract.  Repairs  are  usually  cov- 
ered and  may  include  preventive  maintenance  to  covered  components. 
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HOW 


to. .  . 


Get  Things  Fixed 


Even  the  best-made  products  occasionally  need 
repairs.  Your  first  action  should  be  to  check  your 
warranty.  Before  the  repairs  are  begun,  make  sure 
you  clearly  understand  what  is  covered  and  what  is 
not.  Some  additional  tips  follow: 

•  Get  an  estimate  in  advance.   Repairs  are  gener- 
ally broken  down  into  parts  and  labor.  If  you 
know  what  parts  may  be  needed,  ask  the  price 
that  will  be  charged.  In  addition,  ask  about  the 
labor  charge,  which  is  usually  quoted  as  a  flat  fee 
or  an  hourly  rate  with  some  minimum.  If  an 
hourly  rate  is  charged,  ask  for  an  estimate  of  the 
time  required  to  make  repairs.  For  in-home 
repairs,  a  charge  for  a  house  call  may  have  to  be 
paid  even  if  repairs  are  minimal.  Ask  the  repair 
shop  to  call  first  whenever  repairs  will  exceed  the 
estimate  by  10  percent  or  more. 

•  Ask  how  long  repairs  will  take.   Waiting  for  an 
item  while  it  is  being  repaired  in  the  shop  can  be 
very  frustrating.  Ask  if  it  is  possible  to  keep  the 
item  at  home  while  parts  are  ordered.  Ask  for  the 
typical  waiting  period  for  parts  to  arrive. 


•  Get  a  claim  check.  When  taking  items  into  the 
shop,  obtain  a  signed  claim  check  that  includes 
the  date  that  the  items  were  dropped  off,  along 
with  the  make,  model,  and  serial  number  of  the 
items,  a  brief  description  of  the  problem,  any 
estimate  of  the  cost,  and  instructions  to  call  you 
if  the  estimate  proves  too  low. 

•  Ask  to  be  given  all  replaced  parts.  A  check  of 
the  replaced  parts  will  help  ensure  that  the  items 
for  which  you  were  charged  were  actually 
replaced. 

•  Stay  home  when  in-home  repairs  are  made. 

Your  presence  might  prevent  unnecessary  repairs, 
and  it  allows  the  repairperson  to  ask  questions  to 
help  diagnose  the  problem. 

•  Get  a  written  receipt.   A  written  repair  receipt 
should  include  specifics  of  the  repairs  made  and  a 
breakdown  of  charges  for  each  item  rather  than  a 
lump-sum  amount.  Get  the  names  of  the  persons 
to  whom  you  talked  and  who  did  the  repairs. 


Consider  Leasing  instead  of  Buying 

Leasing  a  new  vehicle  is  an  increasingly  attractive  option  to  many  people  in  the 
market  for  a  car.  More  than  30  percent  of  the  new  cars  "sold"  each  year  are  actu- 
ally leased,  and  for  some  makes  (e.g.,  Mercedes)  the  percentage  approaches  80 
percent.  It  is  even  possible  to  lease  used  cars.  Is  leasing  a  better  deal  than  financ- 
ing? The  answer  cannot  be  known  until  some  basics  of  leasing  are  understood. 

When  leasing  a  vehicle  or  any  other  product,  you  are,  in  effect,  renting  the 
product  with  the  ownership  title  remaining  with  the  lease  grantor.  Regulation  M 
issued  by  the  Federal  Reserve  Board  governs  lease  contracts.  A  major  requirement 
of  this  regulation  is  a  mandatory  disclosure  of  pertinent  information  about  the 
lease  that  the  consumer  is  considering.  The  disclosure  form  must  summarize  the 
offer  of  the  lessee  (leasing  agency)  to  the  lessor  (consumer).  The  information  in 
this  form  should  be  compared  with  the  actual  lease  contract  prior  to  signing  to 
ensure  that  the  lease  signed  is  actually  what  was  agreed  upon  verbally. 

Five  terms  are  important.  First,  the  gross  capitalized  cost  (gross  cap  cost) 
includes  the  price  of  the  vehicle  plus  what  the  dealer  paid  to  finance  the  pur- 
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chase  plus  any  other  items  you  agree  to  pay  for  over  the  life  of  the  lease,  includ- 
ing insurance  or  a  maintenance  agreement.  Second,  capitalized  cost  reductions 
(cap  cost  reductions)  are  moneys  paid  on  the  lease  at  its  inception,  including  any 
down  payment,  trade-in  value,  or  rebate.  Third,  by  subtracting  the  capitalized 
cost  reductions  from  the  gross  capitalized  cost,  you  can  determine  the  adjusted 
capitalized  cost  (adjusted  cap  cost).  Fourth,  the  money  factor  (or  lease  rate  or 
lease  factor)  measures  the  rent  charge  portion  of  your  payment.  Although  some- 
times described  by  dealers  as  a  figure  for  comparing  among  leases,  lease  forms 
must  carry  the  following  disclosure  about  the  money  factor:  "This  percentage 
may  not  measure  the  overall  cost  of  financing  this  lease."  Fifth,  the  residual 
value  is  the  projected  value  of  a  leased  asset  at  the  end  of  the  lease  time  period. 

Leasing  typically  entails  an  initial  outlay  for  the  first  month's  lease  payment 
and  a  security  deposit.  Payments  are  based  on  the  capitalized  cost  of  the  asset 
(always  negotiate  a  purchase  price  before  discussing  a  lease)  minus  any  capital- 
ized cost  reductions  and  the  residual  value.  This  difference  represents  the  cost  of 
using  the  asset  during  the  lease  period  and,  when  divided  by  the  number  of 
months  in  the  contract,  serves  to  establish  the  base  for  the  monthly  lease  pay- 
ment. (Some  new  vehicles  are  offered  with  single-payment  leases  in  which  the 
entire  difference  between  the  capitalized  cost  and  residual  value  is  paid  up 
front.)  For  monthly  payment  leases,  the  payments  are  lower  than  monthly  loan 
payments  for  equivalent  time  periods  because  you  are  paying  for  only  the  reduc- 
tion in  the  asset's  value — not  its  entire  cost.  To  compare  the  costs  of  leasing  ver- 
sus buying,  use  the  Decision-Making  Worksheet,  "Comparing  Automobile 
Financing  and  Leasing." 

A  lease  may  be  either  open-end  or  closed-end.  In  an  open-end  lease,  you 
must  pay  any  difference  between  the  projected  residual  value  of  the  vehicle  and 
its  actual  market  value  at  the  end  of  the  lease  period.  In  recent  years,  some  vehi- 
cle makes  have  depreciated  more  rapidly  than  expected,  meaning  that  many 
holders  of  open-end  leases  have  had  to  pay  extra  money  when  the  lease  expires. 
The  Consumer  Leasing  Act  of  1977  limits  this  end-of-lease  payment  to  a  maxi- 
mum of  three  times  the  average  monthly  payment. 

In  a  closed-end  lease  (also  called  a  walkaway  lease),  the  holder  pays  no 
charge  if  the  end-of-lease  market  value  of  the  vehicle  is  lower  than  the  originally 
projected  residual  value.  Closed-end  leases  may  carry  some  end-of-lease  charges 
if  the  vehicle  has  had  greater  than  normal  wear  or  mileage,  however.  For  exam- 
ple, a  four-year  closed-end  lease  might  require  a  $0.20  per  mile  charge  for 
mileage  in  excess  of  55,000  miles.  If  you  actually  drove  the  vehicle  60,000  miles 
during  the  four  years,  you  would  be  charged  an  extra  $1000  [0.20  x  5000 
(60,000  -  55,000)].  With  either  open-  or  closed-end  leases,  you  may  purchase 
the  vehicle  at  the  end  of  the  lease  period.  With  an  open-end  lease  you  would  pay 
the  actual  cash  value.  With  a  closed-end  lease  you  would  pay  the  residual  value. 

Other  charges  are  possible  with  a  lease.  An  acquisition  fee  is  either  paid  in 
cash  or  included  in  the  gross  capitalization  cost.  It  pays  for  a  credit  report,  appli- 
cation fee,  and  other  paperwork.  A  disposition  fee  is  a  charge  assessed  when  you 
turn  in  the  vehicle  at  the  end  of  the  lease  and  the  lessor  must  prepare  it  for 
resale.  An  early  termination  charge  may  also  be  levied  if  you  decide  to  end  the 
lease  prematurely.  The  early  termination  payoff  is  the  total  amount  you  would 
need  to  repay  if  you  end  the  lease  agreement  early;  it  includes  both  the  early  ter- 
mination charge  and  the  unpaid  lease  balance.  Be  wary  of  a  lease  with  a  termi- 
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nation  fee,  even  if  you  do  not  plan  to  end  the  lease  early,  because  termination 
also  occurs  when  a  leased  vehicle  is  totally  wrecked  or  stolen.  Make  sure  you 
obtain  a  written  disclosure  of  these  charges  well  before  you  actually  make  your 
decision.  In  its  early  years,  your  lease  may  be  financially  "upside-down,"  which 
means  that  you  owe  more  on  the  vehicle  than  it  is  worth.  (This  situation  is  also 
likely  to  occur  when  you  buy  on  credit.) 

Because  it  is  still  relatively  new  for  most  people,  leasing  has  attracted  its  share 
of  shady  deals  from  some  sellers.  You  should  be  wary  of  several  potential  events 
in  this  market.  First,  be  cautious  if  you  talk  about  buying  all  through  the  nego- 
tiation process  only  to  be  offered  a  lease  at  the  last  minute.  The  monthly  charge 
will  be  lower  and  you  may  be  tempted  to  sign  a  deal  that  really  costs  consider- 
ably more.  Second,  make  sure  that  all  oral  agreements  related  to  trade-in  value, 


DECISION- 
jy  MAKING   y 

Worksheet 


Comparing  Automobile  Financing  and  Leasing 


The  worksheet  below  can  be  used  to  compare  leas- 
ing and  borrowing  to  buy  a  vehicle.  Remember  that 
the  cost  of  credit  is  the  finance  charge — the  extra 
that  you  pay  because  you  borrowed.  Leases  also 
carry  costs,  but  they  are  hidden  in  the  contract, 
and  some  remain  unknown  until  the  end  of  the 
lease  period.  These  items,  which  are  indicated  by 
an  asterisk  below,  are  defined  in  the  text.  Ask  the 
dealer  for  the  amount  of  each  cost  as  these  fees 
must  be  disclosed  by  dealers.  Then  complete  the 
worksheet  and  compare  the  dollar  cost  of  leasing 
with  the  finance  charge  on  a  loan  for  the  same 
time  period. 


To  make  the  comparison  accurately,  you  must 
know  the  underlying  price  of  the  vehicle  as  if  you 
were  purchasing  it.  Often  you  are  not  told  this  value 
in  a  lease  arrangement,  so  you  must  negotiate  a  price 
for  the  vehicle  before  mentioning  the  lease  option. 

You  should  shop  for  a  lease  through  various 
dealers  and  through  independent  leasing  companies 
because  costs  vary  considerably.  Finally,  if  you  do 
choose  a  leasing  option,  the  goal  should  be  to  lower 
your  monthly  cost  rather  than  to  buy  more  car. 
Otherwise,  in  just  a  few  years,  you  will  find  yourself 
having  spent  big  bucks  for  a  vehicle  you  no  longer 
have.  This  worksheet  can  be  found  on  the 
Garman/Forgue  Web  site. 


H 


1.  Monthly  lease  payment 

(36  payments  of  $275,  for  example) 

2.  Plus  acquisition  fee*  (if  any) 
Plus  disposition  charge*  (if  any) 

Plus  estimate  of  excess  mileage  charges*  (if  any) 
Plus  projected  residual  value*  of  the  vehicle 

3.  Amount  for  which  you  are  responsible  under  the  lease 

4.  Less  the  capitalized  cost*  after  taking  capitalized  cost  reductions* 

5.  Dollar  cost  of  leasing  to  be  compared  with  a  finance  charge 


Example 


$  9,900 

300 

300 

0 

4,500 

15,000 

12,600 

2,400 


Your  Figures 
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mileage  charges,  and  rebates  are  included  in  the  lease  contract.  Third,  watch  out 
for  additional  fees  being  assessed,  especially  near  the  very  end  of  the  negotia- 
tions or  in  the  final  written  lease. 


DECISION- 

y  making  y 

Worksheet 


Choosing  between  Low-Interest-Rate  Dealer 
Financing  and  a  Rebate  on  a  New  Vehicle 


It  is  not  uncommon  to  see  ads  for  new  vehicles 
offering  low  APRs  for  dealer-arranged  loans.  For  buy- 
ers that  arrange  their  own  financing  or  pay  cash,  a 
cash  rebate  of  $500  to  $2000  (or  more)  off  the  price 
of  the  car  is  sometimes  offered  as  an  alternative  to 
the  low  interest  rate.  If  you  intend  to  pay  cash,  obvi- 
ously the  cash  rebate  represents  the  better  deal.  But 
which  alternative  is  better  when  you  can  arrange 
your  own  financing?  You  can't  simply  compare  the 
dealer  APR  to  the  APR  that  you  arranged  on  your 
own. 


To  compare  the  two  APRs  accurately,  you  must 
add  the  opportunity  cost  of  the  foregone  rebate  to 
the  finance  charge  of  the  dealer  financing.  The  work- 
sheet below  provides  an  example  of  this  process. 
Suppose  your  dealer  offers  4.79  percent  financing  for 
three  years  with  a  $906  finance  charge;  alternatively, 
you  can  receive  a  $1500  rebate  if  you  arrange  your 
own  financing.  The  price  of  the  car  before  the  rebate 
is  $14,000.  Assume  you  can  make  a  $2000  down 
payment  and  that  you  can  get  a  9.5  percent  loan  on 
your  own.  This  worksheet  can  be  found  on  the  Gar- 
rmn/Forgue  Web  site. 


1 .  Determine  the  dollar  amount  of  the  rebate. 

2.  Add  the  rebate  amount  to  the  finance  charge  for  the  dealer 
financing  (dollar  cost  of  credit). 

3.  Use  the  n-ratio  APR  formula  from  Chapter  7  (Equation  7.3  on 
page  194  and  replicated  here  as  Equation  8.1)  to  calculate  an 
adjusted  APR  for  the  dealer  financing. 


Example 


$1500 
+  $906 


Your  Figures 


APR    -- 
where 


Y(9SP  +  9)F 


12P(P  +  1)(4D  +  F) 


(8.1) 


APR  =  annual  percentage  rate 

Y  =  number  of  payment  periods  in  1  year 

F  =  finance  charge  in  dollars 

D  =  debt  (amount  borrowed) 

P  =  total  number  of  scheduled  payments 


APR   = 


(12)[(95  x  36)  +  9]($906  +  $1500) 

(12  x  36)(36  +  1)[(4  x  $12,000)  +  ($906  +  $1500)] 

4.  Write  in  the  APR  that  you  arranged  on  your  own. 


12.3% 
9.5% 


The  lower  value  obtained  in  steps  3  and  4  is  the  better  deal.  In  this  instance,  the  financing  that 
you  arranged  on  your  own  is  more  attractive.  In  fact,  any  loan  you  arrange  that  carries  an  APR 
lower  than  12.3  percent  compares  favorably  with  the  dealer-arranged  financing  in  this  case. 
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Be  Alert  to  Balloon  Financing 

Bank  lenders  have  seen  the  demand  for  automobile  loans  slacken  because  of  the 
growing  popularity  of  automobile  leasing.  In  response,  many  have  developed 
balloon  automobile  loans.  With  a  balloon  automobile  loan,  the  last  monthly 
payment  equals  the  projected  residual  value  of  the  vehicle  at  the  end  of  the  loan 
period.  Basically,  the  amount  borrowed  represents  the  difference  between  the 
selling  price  and  the  vehicle's  expected  value  at  the  end  of  the  loan  period.  This 
value  is  the  balloon  payment.  This  arrangement  effectively  lowers  the  other 
monthly  payments  to  make  them  more  competitive  with  lease  payments.  For 
example,  borrowing  $12,400  to  buy  a  car  at  8.9  percent  APR  for  48  months 
would  require  a  payment  of  $308  per  month.  A  balloon  auto  loan  to  finance  the 
same  amount  at  the  same  interest  rate  for  48  months  might  require  47  monthly 
payments  of  $266  and  a  final  "balloon"  payment  of  $2666.  When  the  final  bal- 
loon payment  is  due,  the  borrower  generally  has  three  options:  (1)  sell  the  car 
and  pay  the  balloon  payment  with  the  proceeds  (with  luck,  the  vehicle  will  sell 
for  a  high-enough  amount);  (2)  pay  the  balloon  payment  and  keep  the  vehicle; 
or  (3)  return  the  vehicle  to  the  lender.  Before  arranging  financing  on  any  vehi- 
cle, it  would  be  wise  to  review  the  material  on  installment  loans  provided  in 
Chapter  7,  "Planned  Borrowing." 


iJ    Negotiate  effectively  and 
make  intelligent  decisions 
when  undertaking  major 
expenditures. 


Negotiate  and  Decide  upon  the  Best  Deal 

Negotiating  and  decision  making  follow  comparison  shopping  in  the  buying 
process.  Moving  through  these  steps  too  quickly  is  an  invitation  to  pay  too 
much  when  making  major  purchases  such  as  vehicles.  Remember  that  sellers  of 
such  products  sell  every  day,  and  they  are  highly  skilled;  in  contrast,  consumers 
are  amateurs. 


Successful  Negotiations  Require  Information 

Negotiating  (or  haggling)  is  the  process  of  discussing  the  actual  terms  of  an 
agreement  with  a  seller.  We  skip  this  step  in  most  purchases  because  prices  are 
firm.  With  "big  ticket"  items — especially  appliances,  furniture,  fine  jewelry,  and 
vehicles — there  is  an  opportunity,  and  often  an  expectation,  that  offers  and 
counteroffers  will  be  made  before  arriving  at  the  exact  price. 

Negotiating  is  especially  difficult  when  buying  vehicles  because  so  many 
variables  must  be  considered,  including  the  price  of  the  vehicle,  the  trade-in 
value,  the  possibility  of  a  rebate,  the  prices  of  options,  the  interest  rate,  and  pos- 
sibly a  service  contract.  The  dealer  can  appear  to  be  cooperative  on  one  aspect 
and  make  up  the  difference  elsewhere.  Many  times  the  vehicle  comes  with  a 
number  of  manufacturer-  or  dealer-installed  options,  such  as  special  striping, 
tinted  windows,  and  fabric  finish  protection.  The  key  to  successful  negotiation 
is  to  be  armed  with  accurate  information  on  all  of  these  variables.  New  vehicle 
buying  services  are  particularly  important  in  that  respect.  A  number  of  vehicle 
manufacturers  (Saturn  was  the  first)  and  dealers  have  moved  to  a  haggle-free 
pricing  policy  by  setting  one  price  and  sticking  to  it.  These  prices  must  still  be 
compared  to  those  of  their  competitors  that  still  employ  the  haggle  method. 


CHAPTER   8    Automobiles  and  Other  Major  Purchases  221 


The  key  to  success  when  negotiating  a  vehicle  purchase  is  to  obtain  a  firm 
price  from  a  dealer  for  the  vehicle  and  optional  equipment  desired  before  dis- 
cussing any  other  aspects  of  the  deal.  Do  not  discuss  anything  about  a  loan  or  a 
trade-in  until  you  have  pinned  the  salesperson  down  to  a  price.  You  should 
know  from  your  preshopping  research  and  comparison  shopping  what  a  good 
price  for  the  vehicle  in  question  would  be  (see  the  "How  to"  box  on  page  210). 
You  should  obtain  prices  from  several  dealers  and  let  each  know  that  you  have 
done  so  and  whether  their  price  is  low  compared  with  the  others.  The  dealer  will 
then  have  the  chance  to  reduce  the  asking  price  to  meet  the  competition.  This 
strategy  pressures  the  dealer  to  meet  your  needs  rather  than  the  other  way 
around. 

Consider  the  case  of  Gary  Joseph,  a  production  manager  from  Northville, 
Michigan.  Gary  had  narrowed  his  choice  of  cars  down  to  one  model  and  two 
dealerships.  Gary  presented  his  list  of  desired  options  to  the  first  dealer  and  was 
shown  a  suitable  car  on  the  lot.  He  had  arranged  his  own  financing  and,  there- 
fore, was  interested  in  only  price  and  whether  the  dealer  could  offer  an  even  lower 
APR.  When  Gary  inquired  about  price,  the  salesperson  asked  what  monthly  pay- 
ment Gary  could  afford.  Gary  countered  that  his  budget  was  not  important  and 
that  he  wanted  to  know  the  price.  When  the  salesperson  responded  that  it  was 
policy  to  get  the  affordable  payment  before  answering  any  questions,  Gary 
walked  out  of  the  dealership  with  the  salesperson  in  pursuit  seeking  to  continue 
the  sale.  The  next  day  the  salesperson  called  Gary  at  home,  saying  that  he  would 
lose  his  job  if  he  quoted  a  price  before  getting  an  affordable  monthly  payment 
amount.  By  then,  however,  Gary  had  already  bought  his  car  at  the  other  dealer- 
ship. Had  Gary  responded  to  the  questions,  the  salesperson  could  have  tailored 
the  price  to  Gary's  figure,  which  likely  would  not  have  been  the  lowest  price  that 
the  dealership  would  have  accepted.  A  key  to  all  negotiations  is  to  be  prepared 
to  say  "no"  and  go  elsewhere  if  the  terms  are  not  satisfactory. 

Make  the  Decision 

Most  people  make  buying  decisions  for  "big  ticket"  purchases  inside  a  retail  store 
or  showroom.  These  are  not  the  best  places  to  decide  because  of  pressures  to  buy 
that  may  be  applied  by  the  seller  or  by  a  customer's  desire  to  complete  the 
process.  It  is  better  to  wait  until  you  get  home  to  make  the  final  decision.  There, 
you  can  rationally  retrace  your  steps  through  the  buying  process,  making  sure 
that  the  decision  is  based  on  the  proper  facts  and  logic.  After  making  your  deci- 
sion, you  can  return  to  the  dealer's  showroom  and  close  the  sale. 

Some  people  use  a  decision-making  grid  that  allows  them  to  visually  and 
mathematically  weigh  the  decision  they  are  about  to  make.  Such  a  grid  is  illus- 
trated in  Table  8.2  for  someone  who  might  be  deciding  among  three  different 
washing  machines.  The  first  task  in  developing  such  a  grid  is  to  determine  the 
various  criteria  for  making  the  decision.  Factors  such  as  price,  durability,  and 
styling  are  used  in  Table  8.2.  Each  criterion  is  assigned  a  weight  that  reflects  the 
importance  each  has  in  the  mind  of  the  purchaser.  Each  brand  and  model  under 
consideration  is  then  given  a  score  (from  1  to  10  in  this  case)  that  indicates  how 
well  the  brand/model  performs  on  that  criterion.  The  score  (5)  is  multiplied  by 
the  weight  (W)  to  obtain  a  weighted  score.  The  total  of  the  weighted  scores  for 
each  brand/model  can  be  compared  with  the  totals  for  the  others  to  determine 
which  "wins."  In  this  example,  Appliance  C,  which  has  a  total  score  of  8.0, 
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Table  8.2 


Decision-Making  Grid 


Appliance  A 


Appliance  B 


*  Using  a  10-point  scale. 


(Illustrated  for  a  Washing  Machine) 
Appliance  C 


Criteria 

Decis 

on  Weight  (W) 

Score  (5)* 

WXS 

Score  (5) 

WXS 

Score  (S) 

WXS 

Price 

30% 

9 

2.7 

7 

2.1 

5 

1.5 

Durability 

25% 

6 

1.5 

8 

2.0 

10 

2.5 

Features 

20% 

6 

1.2 

8 

1.6 

10 

2.0 

Warranty 

15% 

6 

0.9 

10 

1.5 

8 

1.2 

Styling 

10% 

10 

1.0 

6 

0.6 

8 

0.8 

TOTAL 

100% 

7.3 

7.8 

8.0 

HOW  I 


to... 


Buy  a  Used  Vehicle 


The  average  new  vehicle  now  sells  for  more  than 
$20,000.  For  many  people,  such  prices  are  simply 
more  than  they  are  able  or  willing  to  pay.  Conse- 
quently, more  than  three  times  as  many  used  vehi- 
cles are  sold  each  year  as  new  cars.  For  buyers  on  a 
tight  budget,  a  good,  reliable  used  car  or  pickup  can 
do  very  nicely.  You  need  to  be  careful  when  buying  a 
used  vehicle,  however.  Following  some  basic  steps 
can  help  you  avoid  getting  a  vehicle  with  excessive 
mechanical  problems. 

1.  Decide  on  features  and  options.    First,  select  the 
features  you  want,  such  as  power  steering,  air  con- 
ditioning, and  stereo.  You  do  not  need  to  be  as 
careful  about  distinguishing  between  the  options 
you  need  or  want  as  you  would  be  when  buying  a 
new  vehicle.  If  you  want  an  option,  you  can  usu- 
ally obtain  it  without  spending  more  simply  by 
choosing  an  older  model.  Because  you  have  many 
vehicles  froiu  which  to  choose,  this  task  should 
not  be  difficult. 

2.  Decide  how  much  you  can  afford  to  spend.    You 

can  purchase  a  used  vehicle  for  as  little  as  $500  or 
as  much  as  $20,000  or  $30,000.  Decide  in 
advance  how  much  you  can  afford,  and  then 
search  for  vehicles  in  your  price  range. 


Select  several  reliable  makes  and  models  in  your 
price  range.     The  National  Automobile  Dealers 
Association  (NADA)  publishes  weekly  reports  on 
the  average  retail  and  wholesale  prices  of  various 
makes  and  models  of  used  vehicles.  The  Internet 
is  an  excellent  source  of  used  car  pricing  informa- 
tion. The  classified  advertisements  in  your  local 
newspaper  and  used-vehicle  advertising  tabloids 
distributed  at  supermarkets  and  convenience 
stores  also  can  be  a  source  of  price  information. 
In  addition,  you  should  consult  the  most  recent 
April  issue  of  Consumer  Reports  for  its  lists  of  rec- 
ommended used  vehicles  in  various  price  ranges. 
The  same  issue  also  lists  the  frequency-of-repair 
histories  for  most  makes  and  models  as  reported 
by  the  magazine's  readers.  Although  these  histo- 
ries and  price-range  recommendations  go  back 
only  six  years,  you  can  consult  the  April  issues 
from  previous  years  to  get  information  for  the 
past  ten  or  more  years.  You  can  also  use  the  Con- 
sumer Reports  Used  Car  Price  Service  [(900)  446- 
0500;  $1.75  per  minute,  typical  call  five  minutes 
or  morel. 
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would  be  chosen.  Note  that  each  purchaser  would  arrive  at  different  scores  as  the 
weights  assigned  and  the  scores  awarded  will  differ  according  to  individual  tastes 
and  preferences.  Someone  who  weighted  "price"  very  high  might  purchase 
Appliance  A,  as  it  has  the  highest  rating  on  that  criterion.  Similarly,  each  person 
would  differ  in  how  he  or  she  scores  an  appliance's  "styling"  even  if  everyone 
weighted  that  criterion  in  the  same  way  Nonetheless,  a  grid  of  this  type  helps 
add  objectivity  to  the  decision-making  process  and  can  be  of  great  benefit  espe- 
cially for  "big  ticket"  items. 

Be  wary  of  a  sales  technique  called  lowballing,  which  involves  an  attempt  to 
raise  an  orally  negotiated  price  when  it  comes  time  to  finalize  the  written  con- 
tract. For  example,  after  agreeing  on  the  price  of  a  vehicle  with  a  buyer,  the  sales- 
person might  write  up  the  sale  on  the  appropriate  forms.  Just  before  it  is  time  to 
sign,  the  salesperson  states  that,  as  a  formality,  the  approval  of  a  manager  is  nec- 
essary. While  the  buyer  is  dreaming  of  driving  home  in  the  new  car,  the  sales- 
person and  the  manager  are  talking  about  how  much  more  they  can  get  for  the 
vehicle.  When  the  salesperson  returns,  he  or  she  indicates  that  some  problem  or 


Start  your  search.     Armed  with  your  list  of  reli- 
able makes  and  models  in  your  price  range,  you 
can  start  looking  for  specific  vehicles  for  sale.  You 
may  purchase  a  used  vehicle  from  a  new  car  deal- 
ership, a  used  car  dealership,  a  rental  car  com- 
pany, a  private  individual,  or  even  a  repossession 
auction.  New  car  dealerships  tend  to  offer  the 
nicer,  more  reliable,  and  more  expensive  vehicles. 
Used  car  dealerships,  on  the  other  hand,  tend  to 
have  the  widest  range  of  quality.  Some  used  car 
dealerships  deserve  the  negative  image  with 
which  they  are  sometimes  tagged,  so  be  careful. 
Private  individuals  deserve  your  attention  because 
they  usually  own  the  vehicle  personally  and  know 
its  history.  Used  cars  sold  by  rental  agencies  such 
as  Hertz  and  Avis  can  be  a  good  choice  because 
they  have  been  regularly  maintained.  Regardless 
of  the  source,  immediately  rule  out  any  vehicle 
that  seems  to  have  a  problem  or  raises  a  question 
in  your  mind.  Do  the  same  for  sellers  who  do  not 
seem  cooperative.  There  are  too  many  vehicles 
available  to  waste  time  with  vehicles  of  poor  qual- 
ity or  uncooperative  sellers. 


Check  your  selections  carefully.    By  now  you 
should  have  narrowed  your  choice  to  two  or  three 
specific  vehicles.  Inspect  them  inside  and  out.  Take 
along  a  friend  who  is  knowledgeable  about  cars  if 
you  are  less  car-sawy.  Test-drive  the  vehicle  and 
test  all  of  its  functions.  Ask  for  maintenance 
records  if  the  seller  is  an  individual  or  a  rental 
company.  Ask  the  dealer  for  the  name  and  address 
of  the  previous  consumer  owner  and  give  that  per- 
son a  telephone  call.  Before  you  agree  to  buy  any 
vehicle,  have  it  examined  by  a  mechanic;  although 
the  examination  may  cost  $30  to  $50,  it  may  help 
you  avoid  purchasing  a  vehicle  with  problems  and 
save  hundreds  of  dollars  in  repairs  later. 

Negotiate  and  decide.    Never  pay  the  asking 
price  for  a  used  vehicle.  Sellers  expect  to  negotiate 
and  set  a  price  higher  than  required  to  give  room 
for  bargaining.  Get  all  verbal  promises  and  guar- 
antees in  writing.  If  a  seller  will  not  put  his  or  her 
words  in  writing,  shop  elsewhere.  Finally,  return 
to  the  quiet  of  your  home  to  consider  your  alter- 
natives and  to  make  your  final  decision.  If  neces- 
sary, put  down  a  small  deposit  to  hold  the  vehicle 
for  a  day  or  two  while  you  make  your  decision. 
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mistake  has  occurred,  and  that  the  price  has  to  be  "X  amount"  higher.  Perhaps 
the  trade-in  value  is  too  high,  or  the  sticker  price  can't  be  discounted  by  quite  as 
much  as  planned,  or  the  price  of  a  certain  option  has  increased.  In  reality,  of 
course,  lowballing  is  a  ruse  for  the  dealer  to  get  more  money.  Sign  only  a  buyer's 
order  that  names  a  specific  vehicle  and  all  charges.  If  you  ever  encounter  low- 
balling,  leave  quickly  without  signing  anything.  Do  not  look  back,  and  do  not 
apologize. 


SI    Evaluate  your  purchase 
decision  as  a  guide  for  future 
behavior. 


Evaluate  Your  Decision 

The  wise  buying  process  comes  full  circle  when  you  evaluate  your  decision.  The 
purpose  of  this  step  is  to  determine  where  things  went  well  and  where  they  went 
less  smoothly.  The  lessons  learned  will  prove  useful  when  you  need  to  make  a 
similar  purchase  in  the  future.  Sometimes  the  process  was  so  successful  that  you 
will  want  to  compliment  the  seller.  In  other  cases,  you  may  want  to  complain 
about  the  product  or  service  so  as  to  obtain  redress — that  is,  to  right  the  wrong. 
This  process  should  always  start  with  the  actual  seller  as  indicated  in  Table  8.3, 
which  shows  the  five  channels  of  complaining:  to  the  local  business,  to  the  man- 
ufacturer, to  self-regulatory  organizations,  to  consumer-action  agencies,  and  to 
small  claims  and  civil  courts.  It  is  important  to  begin  sequentially,  with  the  local 


HOW 


to... 


Get  the  Most  for  Your  Car-Buying  Dollar 


The  following  points  are  designed  to  help  you  get 
the  most  for  your  transportation  dollar: 

1.  Buy  used  vehicles.  New  cars  lose  20  to  40  per- 
cent of  their  value  as  a  result  of  depreciation  in 
the  first  two  years  after  purchase.  Let  someone 
else  pay  for  this  decline  in  value. 

2.  Buy  used  vehicles  from  private  owtiers.  Why  pay 
retail  prices  when  you  can  obtain  a  price  closer  to 
wholesale?  In  addition,  you  will  be  dealing  with 
someone  closer  to  your  level  of  expertise. 

3.  Visit  dealerships  three  times  before  actually 
signing  a  deal.  The  first  trip  is  for  preshopping 
research,  the  second  is  for  comparison  shopping, 
and  the  third  is  for  negotiation.  Even  then,  you 
should  go  home  to  make  the  final  decision. 

4.  Negotiate  price  first.  The  bottom  line  in  any 
deal  is  the  price  of  the  vehicle  itself.  Never  dis- 


cuss your  affordable  monthly  payment  with  a 
dealer.  The  full  purchase  price  should  be  deter- 
mined before  even  mentioning  that  you  might 
have  a  trade-in,  need  a  loan,  or  are  considering 
leasing.  Then  comparison  shop  and  negotiate 
each  of  these  items  separately. 

5.  Consider  leasing.  Leasing  is  becoming  an 
increasingly  attractive  option,  especially  for  the 
person  who  intends  to  buy  a  new  vehicle  every 
two  to  four  years. 

6.  Use  your  vehicles  up.  The  best  way  to  realize  the 
full  value  of  a  vehicle  is  to  keep  it  for  its  entire 
lifetime.  Vehicles  built  today  should  last  12  years 
or  150,000  miles  (or  more)  with  proper  mainte- 
nance. The  repairs  to  an  older  vehicle  cost  less 
than  the  depreciation  on  a  new  vehicle. 
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Table  8.3 


Complaint  Procedure  (Levels  and  Channels  of  Complaining) 


Levels  to  Bring  Your  Complaint 

1.  Local  business 

2.  Manufacturer 

3.  Self-regulatory  organizations 

4.  Consumer-action  agencies 

5.  Small  claims  or  civil  court 


Channels  for  Complaint 

Salesperson  -»  supervisor  -»  manager/owner 

Consumer  affairs  department  -»  president/chief  executive  officer 

Better  Business  Bureau  -»  county  medical  societies  -»  consumer  action  panels 

Private  consumer-action  groups  --»  media  action  lines  -»  government  agencies 

Small  claims  court  -»  civil  court 


merchant,  before  moving  to  other  channels.  For  example,  a  complaint  not 
resolved  satisfactorily  with  an  auto  dealer  could  be  brought  to  the  attention  of 
the  manufacturer's  regional  consumer  affairs  department  before  communicating 
with  the  manufacturer's  president.  Seeking  redress  through  the  first  three  chan- 
nels in  the  complaint  procedure  given  in  Table  8.3  can  rectify  almost  all  con- 
sumer complaints. 

Sometimes  the  first  efforts  at  redress  are  not  successful.  As  a  result,  the 
wronged  person  might  then  consider  legal  action  against  the  business.  While 
many  people  consider  legal  costs  to  be  too  high,  costs  depend  on  the  case  and 
the  type  of  court  chosen. 

A  civil  court  is  a  state  court  in  which  numerous  civil  matters  are  resolved 
and  a  written  record  is  made  of  the  testimony.  The  proceedings  are  completed 
with  the  assistance  of  attorneys,  witnesses,  a  judge,  and  sometimes  a  jury.  The 
wronged  person  generally  must  hire  an  attorney  and  pay  additional  fees.  It  is  not 
unusual  to  spend  $500  to  $1000  resolving  an  issue  in  a  civil  court. 

A  small  claims  court  is  a  state  court  with  no  written  record  of  testimony  in 
which  civil  matters  are  often  resolved  without  the  assistance  of  attorneys  (in 
some  states,  attorneys  are  actually  prohibited  from  representing  clients  in  small 
claims  courts).  This  court  is  also  known  as  a  court  not  of  record.  It  is  designed 
to  litigate  small  civil  claims,  with  legal  maximums  typically  ranging  from  $500 
to  $2500.  Cases  for  amounts  exceeding  the  small  claims  court  maximum  must 
be  filed  in  a  regular  civil  court. 

To  file  a  small  claims  court  action,  go  to  the  courthouse  and  ask  which  court 
hears  small  claims.  A  small  fee  (often  $15  or  less)  is  required,  along  with  a  small 
fee  (e.g.,  $3)  for  each  court  summons  (also  called  a  subpoena)  for  each  witness. 
In  completing  the  necessary  forms,  it  is  important  to  fill  out  the  full  legal  name 
of  the  defendant  (the  person  who  allegedly  committed  the  wrong  deed  and  is 
the  subject  of  the  litigation)  and  to  describe  carefully  the  action  with  which  the 
lawsuit  is  concerned.  The  court  will  subpoena  all  necessary  witnesses  and  the 
defendant  for  the  day  of  trial.  On  the  day  that  the  case  is  heard,  the  plaintiff 
(the  person  who  has  filed  the  case  and  is  suing  the  defendant),  should  be  well 
prepared  with  all  relevant  documentation  and  have  a  clear  understanding  of  the 
sequence  of  events  that  led  up  to  the  claim.  A  written  record  of  the  court  is  not 
kept,  and  in  most  courts  the  decision  of  the  judge  can  be  appealed  by  the  loser 
to  a  higher  court  (which,  of  course,  may  result  in  considerable  attorney  fees  and 
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related  costs).  Most  small  claims  court  deci- 
sions are  won  by  the  plaintiff  and  are  not 
appealed. 

Alternative    dispute    resolution    pro- 
grams are  industry-  or  government-spon- 
sored programs  that  provide  an  avenue  to 
resolve  disputes  outside  the  formal  court 
system.  Mediation  is  a  procedure  in  which 
a  neutral  third  party  works  with  the  parties 
involved  in  the  dispute  to  arrive  at  a  mutu- 
ally agreeable  solution.   In  arbitration,   a 
neutral   third   party   hears   (or   reads)   the 
claims  made  and  positions  taken  by  the  par- 
ties to  the  dispute  and  issues  a  ruling  that  is 
binding  on  one  or  both  parties.  Most  auto- 
mobile   manufacturer    warranty    programs 
provide  an  opportunity  for  mediation  and 
arbitration  of  warranty  disputes. 
Most  states  have  enacted  new-vehicle  lemon  laws  that  provide  guidelines 
for  arbitrators  to  use  to  order  a  buy-back  of  a  vehicle  that  is  considered  a 
"lemon."  A  common  definition  of  a  lemon  is  a  vehicle  that  was  in  the  shop  for 
repairs  four  times  for  the  same  problem  in  the  first  year  after  purchase.  To 
enforce  a  lemon  law,  the  buyer  must  go  through  the  prescribed  warranty  process 
specified  in  the  owner's  manual.  Eventually,  if  the  problem  is  not  resolved,  an 
arbitration  hearing  will  be  held  through  which  the  owner  can  request  a  buy- 
back.  Some  states  have  also  enacted  used-vehicle  lemon  laws. 


One  consideration  when  buying  a  vehicle  is  the 
name  that  should  go  on  the  title.  Couples  may  be 
tempted  to  put  major  assets  in  both  names,  and 
often  that  is  the  best  way  to  go.  For  automobiles, 
however,  the  story  is  more  complicated.  The  owner 
of  a  vehicle  is  legally  liable  for  accidents  caused  by 
the  driver.  If  both  partners  own  an  automobile, 
both  could  be  sued.  Thus,  it  is  best  to  put  an  auto- 
mobile in  only  one  name.  For  couples  with  two 
vehicles,  each  should  be  owned  separately. 


Summary 


1.  You  can  save  money  by  following  the  basic 
rules  of  wise  buying:  control  buying  on 
impulse,  pay  cash  when  possible,  buy  at  the 
right  time,  avoid  paying  extra  for  a  "name," 
avoid  the  high  price  of  convenience,  and  use 
life-cycle  planning  for  major  purchases. 

2.  The  planned  buying  process  includes  three 
steps  that  occur  prior  to  interacting  with  sell- 
ers: prioritizing  wants,  obtaining  information 
during  preshopping  research,  and  fitting  the 
planned  purchase  into  the  budget.  These 
steps  represent  the  homework  needed  when 
preparing  to  buy. 

3.  To  interact  effectively  with  sellers,  you 
should  comparison  shop  to  find  the  best 
buy.  When  purchasing  vehicles,  this  shop- 
ping process  includes  comparing  warranties 


and  service  contracts,  comparing  leasing  to 
buying,  and  being  alert  to  balloon  financing. 

4.  For  expensive  purchases,  the  next  step  after 
comparison  shopping  is  negotiating  with  the 
seller,  especially  with  items  such  as  automo- 
biles where  price  haggling  is  generally 
expected.  The  final  decision  should  be  made 
at  home,  however. 

5.  The  final  step  in  wise  buying  occurs  after  the 
purchase  is  made  and  entails  evaluating  the 
decision  and  seeking  redress,  if  needed. 
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Questions  for  Thought  &  Discussion 

1.  Describe  the  guidelines  that  people  can  fol- 
low to  save  money  on  major  expenditures. 

2.  List  the  seven  steps  in  the  buying  process. 

3.  Describe  the  steps  in  the  buying  process  that 
occur  prior  to  interacting  with  sellers. 

4.  Distinguish  between  needs  and  wants  and 
explain  why  it  may  be  better  to  act  as  if  no 
needs  exist. 

5.  Explain  how  preshopping  research  can  help 
you  save  money. 

6.  Explain  why  magazines  that  accept  advertis- 
ing for  products  that  they  rate  for  quality  do 
not  always  provide  reliable  product  informa- 
tion. Which  magazine  is  the  most  objective 
in  assessing  product  quality? 

7.  Describe  the  three  steps  in  the  buying 
process  that  involve  direct  interaction  with 
sellers. 

8.  Why  doesn't  obtaining  the  lowest  price  for  a 
product  ensure  that  you  receive  the  best 
buy? 


9.   Explain  the  difference  between  an  implied 
warranty  and  an  express  warranty. 

10.  Distinguish  between  full  and  limited  war- 
ranties as  defined  by  the  Magnuson-Moss 
Warranty  Act. 

1 1 .  What  is  the  purpose  of  a  service  contract? 
What  is  a  disadvantage  of  such  a  contract? 

12.  How  do  buyer  protection  plans  and  service 
contracts  differ? 

13.  Explain  why  lease  payments  for  a  new  vehi- 
cle are  lower  than  loan  payments  for  the 
same  vehicle. 

14.  Explain  the  relative  benefits  of  open-end 
versus  closed-end  leases. 

15.  Compare  and  contrast  balloon  auto  loans 
with  vehicle  leasing. 

16.  Describe  three  keys  to  success  in  negotiating 
the  price  of  a  new  vehicle. 

17.  Where  could  a  new  car  buyer  obtain  assis- 
tance when  searching  for  a  new  car,  and 
what  services  might  the  buyer  receive? 

18.  In  what  physical  location  should  you  make 
major  buying  decisions?  Why? 

19.  Define  the  word  "redress"  and  the  complaint 
procedure  a  consumer  could  use  to  obtain 
redress. 

20.  Distinguish  between  civil  courts  and  small 
claims  courts  as  mechanisms  for  obtaining 
consumer  redress. 

21.  Distinguish  between  mediation  and  arbitra- 
tion as  alternative  dispute  resolution  pro- 
grams. 

22.  How  might  a  car  buyer  proceed  to  make  use 
of  a  new-vehicle  lemon  law? 


DECISION-MAKING  CASES 

Case  1     Purchase  of  a  New  Refrigerator 

Tracy  Sullivan,  a  financial  consultant  from  Ames, 
Iowa,  who  lives  alone,  is  remodeling  her  kitchen. 
She  has  decided  to  replace  her  refrigerator  with  a 
new  model  that  offers  more  conveniences.  She  has 
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narrowed  her  choices  to  models  that  are  about  19 
cubic  feet  in  size  and  have  a  top  freezer.  Quality 
models  in  this  size  cost  about  $750.  Tracy  has 
drawn  up  a  list  of  possible  convenience  options 
and  their  prices:  automatic  defrost,  $125;  ice 
maker,  $50;  textured  enamel  surface,  $75;  glass 
shelving,  $30;  and  ice-water  port,  $95.  Tracy's 
credit  union  will  loan  her  the  necessary  funds  for 
one  year  at  12  percent  APR  on  the  installment 
plan.  Following  is  her  budget,  which  includes 
$1115  monthly  take-home  pay. 

Food  $    150 

Entertainment  75 

Clothing  50 

Gifts  50 

Car  payment  232 

Personal  care  40 
Automobile  expenses         75 

Savings  75 

Housing  325 

Miscellaneous  43 


TOTAL 


$1115 


still  in  effect  for  the  power-train  equipment, 
although  David  had  to  pay  the  first  $100  on  each 
repair.  At  16,500  miles  and  in  month  11  of  dri- 
ving, the  car  experienced  some  severe  problems 
with  the  transmission.  David  took  the  vehicle  to 
the  dealer  for  repairs.  A  week  later  he  picked  the 
car  up,  but  some  transmission  problems  remained. 
When  David  took  the  car  back  to  the  dealer,  the 
dealer  said  that  no  further  problems  could  be 
identified.  David  was  sure  the  problem  was  still 
there,  however,  and  he  was  amazed  that  the  dealer 
would  not  correct  it.  The  dealer  told  him  he  would 
take  no  other  action. 

(a)  Was  David  within  his  rights  to  take  the  car 
back  for  repairs?  Explain  why  or  why  not. 

(b)  What  logical  steps  would  David  follow  if  he 
continues  to  be  dissatisfied  with  the  dealer's 
unwillingness  or  inability  to  repair  the  car? 

(c)  Should  David  seek  any  help  from  the  court 
system?  If  so,  describe  what  he  could  do 
without  spending  money  on  attorney's  fees. 


(a)  What  preshopping  research  should  Tracy  do 
to  select  the  best  brand  of  refrigerator? 

(b)  Advise  Tracy  on  which  convenience  options 
you  think  she  should  regard  as  high  priority 
and  which  she  should  consider  as  low 
priority. 

(c)  Using  the  information  in  Table  7.3  or  the 
Garman/Forgue  Web  site,  determine  Tracy's 
monthly  payment  for  (1)  the  basic  model, 
(2)  the  basic  model  with  high-priority 
options,  and  (3)  the  basic  model  with  highl- 
and low-priority  options. 

(d)  Fit  each  of  the  three  monthly  payments  into 
Tracy's  budget. 

(e)  Advise  Tracy  on  her  decision. 

Case  2    A  Dispute  over  New-Car  Repairs 

David  Hardison,  a  high  school  football  coach 
from  Oklahoma  City,  Oklahoma,  purchased  a  new 
automobile  for  $18,000.  He  used  the  car  often, 
and  in  less  than  nine  months  had  put  14,000 
miles  on  it.  A  24,000-mile,  two-year  warranty  was 


Financial  Math  Questions 

1.  Diana  Forsythe  of  Desitin,  Florida,  must 
decide  whether  to  buy  or  lease  a  car  she  has 
selected.  She  negotiated  a  purchase  price  of 
$14,700  and  could  borrow  the  money  to  buy 
from  her  credit  union  by  putting  $1000 
down  and  paying  $338  per  month  for  48 
months.  Alternatively,  she  could  lease  the  car 
for  48  months  at  $260  per  month  by  paying 
$500  capital  cost  reduction  and  a  $350  dis- 
position fee  on  the  car,  which  is  projected  to 
have  a  residual  value  of  $4100  at  the  end  of 
the  lease.  Use  the  decision-making  worksheet 
on  page  218  to  advise  Diana  whether  she 
should  buy  or  lease  the  car. 

2.  Tom  Parker  of  Fayetteville,  Arkansas,  has 
been  shopping  for  a  new  car  for  several 
weeks  and  has  negotiated  a  price  of  $17,000 
on  a  model  that  carries  a  choice  of  a  $1250 
rebate  or  dealer  financing  at  4.5  percent  APR. 
The  dealer  loan  would  require  a  $1000  down 
payment  and  a  monthly  payment  of  $365 
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for  48  months.  Tom  also  had  arranged  for  a 
loan  from  his  bank  with  an  8.5  percent  APR. 
Use  the  decision-making  worksheet  on  page 
219  to  advise  Tom  on  whether  he  should  use 
the  dealer  financing  or  take  the  rebate  and 
use  the  financing  from  the  bank. 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez  Buy  a  Third  Car 

The  Hernandezes'  older  son  has  reached  the  age  at 
which  it  is  time  to  consider  purchasing  him  a  car. 
Victor  and  Maria  have  decided  to  give  Maria's  old 
car  to  their  son  Hector  and  buy  a  later-model  used 
car  for  Maria.  Hector  wants  to  do  most  of  the 
preshopping  research  and  comparison  shopping 
himself.  Maria  will  then  assist  with  the  negotia- 
tions. 

1.  What  sources  of  information  can  Hector  use 
to  access  price  and  reliability  information  on 
various  makes  and  models  of  used  cars? 

2.  What  sources  of  used  cars  might  be  available 
to  Hector,  and  what  differences  might  exist 
among  them? 

3.  How  might  Hector  check  out  the  cars  in 
which  he  is  most  interested? 

4.  What  strategies  might  Hector  and  Maria 
employ  when  they  negotiate  the  price  for 
the  car  they  select? 


1.  Make  suggestions  about  how  the  $120  might 
be  integrated  into  the  Johnsons'  budget 
(Table  4.3)  without  changing  the  amount  left 
over  at  the  end  of  each  month.  Harry  and 
Belinda  want  to  retain  that  extra  money  to 
help  defray  some  of  the  added  expenses  of 
home  ownership. 

2.  Which  sources  of  used  cars  should  they  con- 
sider? Why? 

3.  Assume  that  the  Johnsons  have  narrowed 
their  choices  to  two  cars.  Both  have  air  con- 
ditioning, AM/FM  radio,  and  automatic 
transmission.  The  first  car  is  a  six-year-old 
Chevrolet  Lumina  with  62,000  miles,  being 
sold  for  $3400  by  a  private  individual.  The 
hatchback-style  car  has  a  six-cylinder  engine, 
and  the  seller  has  kept  records  of  all  repairs, 
tune-ups,  and  oil  changes.  The  car  will  need 
new  tires  in  about  six  months.  The  second 
car  is  a  five-year-old,  two-door  Ford  Taurus 
with  66,000  miles,  being  sold  by  a  used  car 
dealership.  It  has  a  four-cylinder  engine. 
Harry  contacted  the  previous  owner  and 
found  that  the  car  was  given  in  trade  on  a 
new  car  about  three  months  ago.  The  previ- 
ous owner  cited  no  major  mechanical  prob- 
lems but  simply  wanted  a  bigger  car.  The 
dealer  is  offering  a  written  30-day  warranty 
on  parts  only.  The  asking  price  is  $3200. 
Which  car  would  you  advise  that  they  buy? 
Why? 


The  Johnsons  Decide  to  Buy  a  Car 

It  is  now  October,  and  the  Johnsons  have  decided 
to  move  out  of  their  apartment  and  into  some 
form  of  owned  housing.  Although  they  have  not 
decided  on  what  type  of  housing  they  will  buy, 
they  know  that  Belinda  will  no  longer  be  able  to 
ride  the  bus  to  work.  Thus,  they  are  in  the  market 
for  another  car.  They  have  decided  not  to  buy  a 
new  car,  and  the  Johnsons  think  they  have  some 
room  in  their  budget  for  a  used  car,  given  the 
raises  each  has  received  this  year  (see  Table  4.3  on 
page  107).  They  estimate  that  they  could  afford  to 
spend  about  $3200  on  a  used  car  by  making  a 
down  payment  of  $600  and  financing  the  remain- 
der over  24  months  at  $120  per  month. 


Exploring  the  World  Wide 
[fr      Web  of  Personal  Finance 

----■^^----y       To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  of  the  Consumer  Informa- 
tion Center  in  Pueblo,  Colorado,  where  you 
will  find  an  on-line  copy  of  the  Consumer 
Resource  Handbook.  Download  or  order  the 
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handbook.  How  might  having  the  handbook 
help  you  obtain  redress  in  the  marketplace? 

2.  Visit  the  Web  site  of  IntelliChoice,  where 
you  will  find  a  series  of  auto  reports.  Select  a 
Face-Off  Report  on  four  automobile  makes 
and  models  that  interest  you.  View  the 
results  of  the  on-line  comparisons  of  these 
vehicles.  What  value  do  you  see  in  such 
comparisons? 

3.  Visit  the  Web  site  of  the  Federal  Reserve 
Board,  where  you  will  find  a  Web  page  enti- 
tled "Keys  to  Vehicle  Leasing"  that  expands 
upon  the  information  in  this  book.  Use  the 
information  to  generate  a  list  of  pros  and 
cons  of  leasing  versus  purchasing  a  vehicle. 
By  clicking  on  "sample  leasing  form"  on  this 
Web  page,  you  can  view  and  print  a  copy  of 
the  required  vehicle  leasing  disclosure  form. 

4.  Visit  the  Web  site  of  Consumer  Reports  maga- 
zine, where  you  will  find  tips  on  buying  used 
cars.  In  what  ways  are  the  strategies  similar 


and  in  what  ways  do  they  differ  from  the  tips 
offered  in  this  book  for  buying  a  new  car? 

5.  Visit  the  Consumer  Reports  Web  site.  Review 
the  information  describing  how  the  maga- 
zine staff  goes  about  testing  products  to  be 
rated.  What  steps  are  particularly  important 
for  ensuring  that  the  ratings  are  as  unbiased 
as  possible? 

6.  Visit  the  Web  site  for  the  Bank  Rate  Monitor 
Info  Bank,  where  you  will  find  information 
on  vehicle  loan  interest  rates  around  the 
United  States.  View  the  information  for  the 
lenders  in  a  large  city  near  your  home.  How 
do  the  rates  in  the  city  you  selected  compare 
with  average  national  rates?  Use  the  links 
provided  for  one  or  two  vehicle  manufac- 
turer sites  to  compare  bank  lending  rates  to 
manufacturer  financing  offers.  Why  are  the 
bank  rates  and  manufacturer  rates  not 
directly  comparable,  and  how  should  you 
calculate  comparable  rates? 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


LI    Examine  the  options 
available  for  rented  and 
owned  housing  and  whether 
renters  or  owners  pay  more 
for  housing. 


A    Determine  how  much 
buyers  can  afford  for 
housing. 


iJ    Describe  the  various 
mechanisms  for  financing 
a  home. 


SJ    List  and  describe  the 
steps  in  the  home-buying 
process. 


M    Identify  the  numerous 
costs  of  buying  a  home, 
including  principal,  interest, 
and  closing  costs. 


B 


Identify  some  important 
concerns  in  the  process  of 
selling  a  home. 


The  four  major  areas  of  personal  expenditures  are  housing,  food,  transporta- 
tion, and  insurance.  Of  these  areas,  the  greatest  expenditure  is  usually  for 
housing,  which  often  consumes  as  much  as  40  percent  of  disposable  income. 
As  a  result,  housing  represents  one  of  the  most  important  components  of  per- 
sonal financial  planning. 

This  chapter  begins  with  a  discussion  of  the  question  of  renting  versus  buy- 
ing and  describes  how  to  calculate  the  amount  you  can  afford  for  housing.  Next, 
we  discuss  how  to  finance  the  purchase  of  a  home  and  explain  how  to  estimate 
total  home-buying  costs,  including  real  estate  taxes.  The  chapter  ends  with  a 
look  at  the  processes  of  buying  and  selling  a  home.  The  important  topic  of  real 
estate  as  an  investment  is  covered  in  Chapter  17,  "Real  Estate  and  Advanced 
Portfolio  Management." 
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U    Examine  the  options 
available  for  rented  and 
owned  housing  and  whether 
renters  or  owners  pay  more 
for  housing. 


Renting  versus  Owning  Your  Home 

A  wide  variety  of  rented  and  owned  housing  is  available,  depending  on  your 
wants  and  needs  and  the  amount  allocated  to  your  housing  budget.  When  mak- 
ing your  choice,  you  must  determine  which  costs  more — renting  or  buying.  Each 
has  special  considerations,  which  are  discussed  in  the  following  paragraphs. 


Rented  Housing 

There  are  several  reasons  people  may  choose  to  rent  housing.  They  may  not  have 
the  funds  for  the  down  payment  and  high  mortgage  costs  associated  with  buy- 
ing a  home.  Alternatively,  they  may  prefer  the  easy  mobility  of  renting  or  may 
prefer  to  avoid  many  of  the  responsibilities  associated  with  buying.  Prospective 
renters  need  to  consider  the  monthly  rental  fee  and  related  expenses,  the  lease 
agreement  and  restrictions,  and  tenant  rights. 

Rent,  Deposit,  and  Related  Expenses  Rent  is  the  cost  of  using  an  apartment  or 
other  housing  space.  It  is  usually  due  on  a  specific  day  each  month,  with  a  late 
penalty  being  assessed  if  the  tenant  is  late  in  making  the  payment.  Other  fees 
could  be  assessed  for  features  such  as  rental  of  a  clubhouse  and  use  of  a  pool, 
exercise  facilities,  cable  television,  and  space  for  storage  and  for  parking. 

The  security  deposit  is  an  amount  paid  in  advance  to  a  landlord  to  pay  for 
repairing  the  unit  beyond  the  damage  expected  from  normal  wear  and  tear.  It  is 
often  charged  before  the  tenant  moves  in,  along  with  prepayment  of  the  first 
and  last  months'  rent.  Thus,  an  apartment  with  a  monthly  rent  of  $800  might 
require  prepayment  of  the  first  and  last  months'  rent  ($1600  total),  plus  a  secu- 
rity deposit  (perhaps  $400). 

Lease  Agreement  and  Restrictions  If  you  rent  a  unit  without  signing  any  legal 
contract,  you  may  have  few  legal  protections.  As  an  alternative,  you  could  sign 
a  lease,  which  is  a  contract  specifying  the  legal  responsibilities  of  both  the  ten- 
ant and  the  landlord.  It  identifies  the  amount  of  rent  and  security  deposit,  the 
length  of  the  lease  (typically  one  year),  payment  responsibility  for  utilities  and 
repairs,  penalties  for  late  payment  of  rent,  eviction  procedures  for  nonpayment 
of  rent,  and  what  is  to  happen  when  the  lease  ends. 

There  are  two  types  of  leases.  One  type  provides  for  periodic  tenartey-{e.g., 
week-to-week  or  month-to-month),  where  the  agreement  can  be  terminated  by 
either  party  if  they  give  proper  notice  in  advance  (e.g.,  one  week  or  one  month). 
Without  such  notice,  the  agreement  stays  in  effect.  This  arrangement  also  typi- 
cally applies  in  situations  where  no  written  lease  is  established.  The  second  type 
of  lease  provides  for  tenancy  for  a  specific  time  (e.g.,  one  year),  after  which  the 
agreement  terminates  unless  notice  is  given  by  both  parties  that  the  agreement 
will  be  renewed.  Leases  often  state  whether  the  security  deposit  accumulates 
interest,  how  soon  the  unit  must  be  inspected  for  cleanliness  after  the  tenant 
vacates,  and  when  the  security  deposit  (or  the  balance)  will  be  forwarded  to  the 
tenant.  Local  laws  may  also  address  these  issues. 

Lease  agreements  may  contain  a  variety  of  restrictions  that  are  legally  bind- 
ing on  tenants.  Pets  may  or  may  not  be  permitted;  when  they  are  permitted,  a 
larger  security  deposit  is  often  required.  Excessive  noise  from  stereos,  televisions, 
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Make  Sure  Your  Security  Deposit  Is  Returned 


If  you  leave  a  rental  unit  clean  and  undamaged, 
you  have  the  legal  right  to  a  refund  of  your  security 
deposit  when  you  move  out.  Several  steps  will  help 
ensure  you  receive  a  full  refund. 

•  Make  a  list  of  all  damages  and  defects  before  mov- 
ing into  the  unit.  Have  the  landlord  sign  this  list. 

•  Maintain  the  unit  and  keep  it  clean.  Notify  the 
landlord  promptly  (in  writing  if  necessary)  of  any 
maintenance  problems  and  malfunctions. 


Give  proper  written  notice  of  intent  to  move  out 
at  least  30  days  in  advance  of  lease  expiration. 

Make  a  written  list  of  all  damages  and  defects 
after  moving  out  but  prior  to  turning  over  the 
keys.  Have  the  landlord  sign  this  second  list. 

Use  certified  mail  (with  a  return  receipt)  to 
request  return  of  your  security  deposit  and  to 
inform  the  landlord  of  your  new  address. 

Use  small  claims  court  (see  Chapter  8),  if  neces- 
sary, to  obtain  a  court-ordered  refund. 


or  parties  may  be  prohibited  as  well.  To  protect  other  renters  from  overcrowding, 
a  clause  may  limit  the  number  of  overnight  guests.  An  important  restriction 
applies  to  subleasing  (leasing  the  property  from  the  original  tenant  to  another 
tenant).  A  tenant  who  moves  before  the  lease  expires  may  need  to  obtain  the 
landlord's  permission  before  someone  else  can  take  over  the  rental  unit.  The  new 
tenant  may  even  have  to  be  approved,  and  the  original  tenant  may  retain  some 
financial  liability  until  the  term  of  the  original  lease  expires. 

Tenant  Rights  Tenants  have  a  number  of  legal  rights  under  laws  in  most  states 
and  many  local  communities.  Some  important  rights  are  as  follows: 

•  Prohibitions  against  harassment  in  the  form  of  rent  increases,  eviction,  or 
utility  shut-off  for  reporting  building-code  violations  or  otherwise  exercising 
the  tenant's  legal  rights. 

•  Assurances  of  some  legally  prescribed  minimum  standard  of  habitability  for 
items  such  as  running  water,  heat,  and  a  working  stove  and  of  the  safety  of 
access  areas  such  as  stairways. 

•  The  right  to  make  minor  repairs  and  deduct  the  cost  from  the  tenant's  next 
rent  payment.  This  right  is  subject  to  certain  restrictions,  such  as  giving  suf- 
ficient prior  written  notification  to  the  landlord. 

•  Prompt  return  of  security  deposits  with  limits  on  the  kinds  of  deductions 
that  can  be  made.  Landlords  must  explain  specific  reasons  for  deductions.  In 
some  states,  laws  require  that  interest  be  paid  on  security  deposits. 

•  The  right  to  file  a  lawsuit  against  a  landlord  for  nonperformance.  All  states 
give  this  right  to  tenants.  Such  suits  can  be  brought  in  a  small  claims  court. 


Owned  Housing 

Americans  have  historically  favored  single-family  dwellings  to  satisfy  their 
owned-housing  needs.  Because  of  rising  construction  and  interest  costs,  however, 
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less  expensive  alternatives  such  as  condominiums,  cooperatives,  manufactured 
housing,  and  mobile  homes  have  increased  in  popularity. 

Single-Family  Dwellings  A  housing  unit  that  is  detached  from  other  units  con- 
stitutes a  single-family  dwelling.  Such  units  are  traditionally  located  in  resi- 
dential neighborhoods.  In  addition  to  choice  of  style,  buyers  face  a  choice 
between  new  and  older  homes.  Some  people  prefer  the  modern  kitchens  and 
other  features  found  in  newer  homes;  others  prefer  the  larger  rooms,  higher  ceil- 
ings, and  completed  landscaping  of  older  homes.  Buyers  considering  an  older 
residence  should  order  inspections  for  termite  infestation,  wood  rot,  and  radon 
gas,  as  well  as  a  general  inspection  of  its  condition. 

Condominiums  and  Cooperatives  The  terms  "condominium"  and  "coopera- 
tive" describe  forms  of  ownership  rather  than  types  of  buildings.  These  "owned 
apartments"  are  located  in  multi-unit  structures  and  multiplex  units,  as  well  as 
in  townhouses  and  rowhouses.  Some  people  prefer  these  forms  of  ownership 
because  they  usually  carry  lower  purchase  prices  than  single-family  dwellings, 
offer  recreation  facilities,  and  reduce  maintenance  obligations. 

With  a  condominium,  the  owner  holds  legal  title  to  a  specific  housing  unit 
within  a  multi-unit  building  or  project  and  owns  a  proportionate  share  in  the 
common  grounds  and  facilities.  The  entire  complex  is  run  by  the  owners 
through  a  homeowner's  association.  Use  of  the  property  must  be  in  accordance 
with  the  association's  bylaws.  Besides  making  monthly  loan  payments,  the  con- 
dominium owner  must  pay  a  monthly  homeowner's  fee  that  is  established  by 
the  homeowner's  association.  This  fee  covers  expenses  related  to  the  manage- 
ment of  the  common  grounds  and  facilities  and  insurance  on  the  building. 
Insurance  on  the  personal  property  and  contents  is  the  responsibility  of  the 
condominium  unit  owner.  Some  areas  of  concern  for  the  potential  buyer  include 
potential  increases  in  homeowner's  fees  and  limited  resale  appeal  of  the  unit. 

With  a  cooperative,  the  owner  holds  a  share  of  the  corporation  that  owns 
and  manages  the  group  of  housing  units.  The  value  of  the  share  is  equivalent  to 
the  value  of  the  owner's  particular  unit.  The  owner  also  holds  a  proportional 
interest  in  all  common  areas.  A  monthly  fee  for  the  cooperative  covers  the  same 
types  of  items  as  does  a  condominium  fee  but  also  includes  an  amount  to  cover 
the  professional  management  of  the  complex  and  payments  on  the  cooperative's 
mortgage  debt.  (The  pro  rata  share  for  interest  and  property  taxes  is  deductible 
on  each  shareholder's  income  tax  return.)  The  corporation  holds  legal  title  to  the 
apartments  and  leases  specific  units  to  each  buyer.  The  shareholders  have  some 
input  in  creating  the  rules  and  regulations  of  the  corporation  and  usually  can 
change  management  firms  if  they  desire. 

Manufactured  Housing  and  Mobile  Homes  Manufactured  housing  consists  of 
fully  or  partially  factory-built  housing  units  designed  to  be  transported  (often  in 
portions)  to  the  home  site.  Final  assembly  and  readying  of  the  housing  for  occu- 
pancy occurs  at  the  home  site. 

Mobile  homes,  in  contrast,  are  fully  factory-assembled  housing  units  that 
are  designed  to  be  towed  on  a  frame  with  a  trailer  hitch.  Mobile  homes  are  often 
sold  complete  with  appliances,  furniture,  carpeting,  and  curtains.  The  building 
cost  per  square  foot  for  such  a  unit  is  about  half  that  of  a  single-family  dwelling. 
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Of  utmost  importance  is  the  quality  of  the  mobile  home  park  in  which  the  home 
may  be  located  or  the  local  zoning  requirements  if  the  mobile  home  will  be 
moved  to  the  buyer's  own  property.  Mobile  homes  rarely  appreciate  in  value  like 
other  forms  of  housing;  in  fact,  they  often  depreciate. 


Who  Pays  More — Renters  or  Owners? 

According  to  conventional  wisdom,  homeowners  enjoy  a  financial  advantage 
over  renters  when  total  housing  costs  are  calculated  over  many  years.  Renters 
generally  pay  out  less  money  in  terms  of  annual  cash  flow,  but  owners  usually 
see  an  increase  in  the  value  of  their  homes  over  time  and  receive  some  income 
tax  advantages  that  eventually  improve  their  financial  situation.  Nearly  90  per- 
cent of  the  households  headed  by  persons  under  age  25  are  rental  households 
compared  with  slightly  less  than  20  percent  of  those  headed  by  persons  aged  55 
to  64. 


Renting 


Buying 


mn 


The  Advantages  and  Disadvantages 
of  Renting  and  Buying 


Advantages 


Low  moving-in  costs;  easy  mobility 
Apartment  amenities  (pool,  tennis  courts,  party 

rooms,  laundry  facilities) 
Lifestyle  requires  fewer  responsibilities 
No  maintenance  or  repairs 
Fixed  monthly  housing  expenditure  (rent) 

makes  it  easy  to  budget 
No  chance  for  financial  loss  (beyond  the 

amount  of  the  lease) 
Proximity  of  neighbors  gives  sense  of  security 
Opportunity  to  look  over  the  community  and 

move  again 

Pride  and  higher  status  of  ownership 
Improves  the  buyer's  credit  rating 
Monthly  payment  usually  remains  relatively 

constant  for  many  years 
Income  tax  deduction  for  mortgage  interest  and 

real  estate  property  taxes 
Potential  for  home  to  increase  in  value 
Owner  can  borrow  against  owner's  equity  as 

value  of  home  increases 
More  space  available 
Freedom  to  make  home  improvements 


Disadvantages 


No  special  tax  deductions 

No  potential  gain  from  the  rising  value  of 

property 
Usually  less  space  for  the  money 
Alterations  cannot  be  made 
Rent  rises  with  inflation 
Many  restrictions  on  noise  level,  pet  ownership, 

and  children 
No  pride  of  ownership 


Substantial  down  payment  and  move-in  costs 

needed 
A  big  commitment  in  time,  emotions,  and 

money  must  be  made 
Possibility  that  the  home  will  decrease  in  value 
Limited  liquidity  because  owner's  money  is  tied 

up  in  the  home 
Cost  of  repairs  and  maintenance 
Difficulty  in  budgeting  for  repair,  maintenance, 

and  home  improvements 
Possibility  that  real  estate  property  taxes  could 

increase  dramatically 
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Based  on  Cash  Flow,  Renters  Appear  to  Win  To  compare  renting  and  buying 
fairly,  we  must  assess  comparable  forms  of  housing.  Comparing  a  house  with  an 
apartment  is  not  a  fair  comparison,  as  differences  are  likely  to  exist  in  privacy, 
square  footage,  and  neighborhood.  The  Decision-Making  Worksheet,  "Should 
You  Buy  or  Rent?,"  illustrates  a  comparison  between  a  small  condominium  and 
an  apartment  with  similar  space  and  amenities.  For  the  apartment,  rent  would 
total  $600  per  month.  Assume  you  could  buy  the  condominium  for  $80,000  by 
using  $15,000  in  savings  as  a  down  payment  and  borrowing  the  remaining 
$65,000  for  25  years  at  9  percent  interest.  As  the  worksheet  shows,  renting  would 


DECISION- 
MAKING 


Should  You  Buy  or  Rent? 

(Based  on  Costs  for  the  First  Year) 


This  worksheet  can  be  used  to  estimate  whether  you 
would  be  better  off  continuing  to  rent  housing  or  to 
buy.  If  you  are  renting  an  apartment  and  planning 


to  buy  a  house,  qualitative  differences  should  also 
enter  into  the  decision.  Using  the  worksheet  alone 
will  put  the  financial  picture  into  focus,  however. 


Annual  cash-flow  considerations 

Annual  rent  ($600/month)  or  mortgage 
payments  ($545.48/month)* 

Property  and  liability  insurance 

Real  estate  taxes 

Maintenance 

Other  housing  fees 

Less  interest  earned  on  funds  not  used  for  down 
payment  (at  5%) 

CASH-FLOW  COST  FOR  THE  YEAR 

Tax  and  appreciation  considerations 

Less  principal     repaid  on  the  mortgage  loan 

Plus  tax  on  interest  earned  on  funds  not  used  for 
down  payment  (28%  marginal  tax  bracket) 

Less  tax  savings  due  to  deductibility  of 
mortgage  interest1'  (28%  marginal  tax  bracket) 

Less  tax  savings  due  to  deductibility  of  real  estate 
property  taxes  (28%  marginal  tax  bracket) 

Less  appreciation  on  the  dwelling  (2%  annual  rate) 

NET  COST  FOR  THE  YEAR 


Example  Amounts 

Your  Figures 

Rent 

Buy 

Rent                 Buy 

$7200 

$6546 

425 

2000 

320 

480 

0 

270 

0 

0 

0 

-750 

$6720 

$9771 

n/a 

-$725 

n/a 

-1630 

-560 
-1600 

n/a 

210 

n/a 

0 

0 

0 

$6930 

$5256 

*   Calculated  from  Table  9.4. 

**  Calculated  according  to  the  method  illustrated  in  Table  9.2. 

t  Mortgage  interest  tax  savings  equal  total  mortgage  payments  minus  principal  repaid  multiplied  by  the  marginal  tax  rate. 


CHAPTER   9    The  Housing  Expenditure 


237 


have  a  cash-flow  cost  of  $6720  after  a  reduction  for  the  interest  that  could  be 
earned  on  your  savings.  Buying  requires  several  expenses  beyond  the  monthly 
mortgage  payment,  including  a  $480  annual  homeowner's  fee.  In  this  case,  the 
cash-flow  cost  of  buying  is  $9771,  or  $3051  more  than  renting. 

After  Taxes  and  Appreciation,  Owners  Usually  Win  To  make  the  comparison 
more  accurate,  we  need  to  consider  the  tax  and  appreciation  aspects  of  the  two 
options.  If  you  buy  the  condominium,  $725  of  the  $6546  in  annual  mortgage 
payments  will  go  toward  the  principal  of  the  debt.  Both  mortgage  interest  and 
real  estate  property  taxes  qualify  as  income  tax  deductions.  If  you  are  in  the  28 
percent  marginal  tax  bracket,  you  would  lower  your  taxes  $1630  [($6546  - 
$725)  x  0.28]  as  a  result  of  deducting  the  mortgage  interest  and  the  real  estate 
tax  of  $560  ($2000  x  0.28).  Condominiums  also  carry  the  likelihood  of  appre- 
ciation, or  increase,  in  the  home's  value.  A  conservative  assumption  would  be 
that  the  condominium  will  increase  in  value  by  2  percent  a  year.  A  home  valued 
at  $80,000  would,  therefore,  be  worth  $81,600  ($80,000  x  1.02)  after  one  year, 
a  gain  of  $1600.  If  you  rent,  however,  you  would  pay  $210  ($750  x  0.28)  in 
income  taxes  on  the  interest  on  the  amount  in  your  savings  account  ($15,000) 
not  used  for  your  down  payment.  In  this  case,  buying  is  financially  better  than 
renting  by  approximately  $1674  ($6930  -  $5256). 

The  appreciation  on  a  home  does  not  become  money  in  your  pocket  until 
the  unit  is  sold.  Until  then,  it  is  only  a  "paper  profit."  When  you  sell  a  home, 
you  will  likely  pay  a  commission  of  6  percent  if  a  real  estate  agent  handles  the 
sale.  In  the  first  few  years,  any  appreciation  likely  will  be  offset  by  the  antici- 
pated sales  commission.  Thus,  appreciation  benefits  of  home  ownership  gener- 
ally do  not  begin  to  be  realized  until  three  to  five  years  after  purchase. 


J    Determine  how  much 
buyers  can  afford  for 
housing. 


How  Much  Can  You  Afford  for  Housing? 

Your  housing  decision  should  be  based  on  a  careful  cost  analysis.  Too  often  an 
individual  takes  the  first  reasonably  priced  apartment  or  quickly  accepts  an  offer 
to  share  expenses  with  a  friend.  Two  important  considerations  when  determin- 
ing housing  affordability  are  (1)  setting  up  a  housing  budget  and  (2)  under- 
standing the  appropriate  rules  of  thumb  when  borrowing  to  buy  housing. 


Your  Housing  Budget 

Housing  costs  generally  have  risen  and  will  probably  continue  to  rise  in  most 
areas  of  the  United  States,  as  indicated  in  Table  9.1  on  the  following  page, 
although  some  exceptions  are  likely  to  emerge.  Your  task  is  to  calculate  your 
housing  budget  using  some  of  the  budgeting  tactics  described  in  Chapter  4.  Add 
up  your  living  expenses  other  than  those  for  housing  to  determine  how  much 
income  is  left  for  this  expenditure.  Note  that  such  calculations  give  you  the  max- 
imum amount  available  for  housing,  assuming  that  expenses  other  than  hous- 
ing costs  do  not  rise.  Because  such  expenses  often  do  increase,  however,  good 
planning  dictates  that  you  initially  pay  less  than  the  maximum  amount  avail- 
able, if  possible.  Families  buying  housing  today  may  well  spend  40  percent  of 
their  total  income  on  the  mortgage  payment,  taxes,  insurance,  and  utilities. 
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Table  9.1 


Changes  in  the  Median  Price  of  Existing  Homes 
Metropolitan  Areas 

in  the  Most 

and  Least  Expensive 

Metropolitan  Area* 

1993 

1996 

1998 

1999+ 

Ocala,FL 

$57,800 

$63,600 

$69,900 

$65,700 

Waterloo  /  Cedar  Falls,  IA 

50,500 

60,600 

69,300 

70,300 

El  PasoTX 

n/a 

76,200 

78,100 

75,300 

Davenport  /  Moline  /  Rock  Island,  IL 

58,300 

69,400 

78,600 

75,400 

Saginaw  /  Bay  City,  Ml 

58,300 

66,400 

78,100 

78,200 

Syracuse ,  NY 

n/a 

79,100 

79,600 

78,600 

Amarillo,TX 

n/a 

73,700 

79,300 

78,700 

National  Average 

106,000 

118,200 

130,600 

131,600 

Newark,  NJ 

185,100 

n/a 

199,200 

192,000 

San  Diego,  CA 

n/a 

1 74,500 

207,100 

214,700 

Boston,  MA 

173,200 

189,300 

212,600 

216,000 

Bergen  /  Passiac,  NJ 

188,400 

199,400 

213,500 

227,800 

Orange  County,  CA 

217,200 

213,400 

261,700 

245,700 

Honolulu,  HI 

358,500 

335,000 

288,500 

n/a 

San  Francisco  Bay  Area,CA 

254,400 

266,700 

321,700 

331,100 

*  Metropolitan  area  includes  central  city  and  surrounding  areas. 

t  Preliminary  figures  for  first  quarter  1 999. 

Source:  National  Association  of  Realtors®,  Real  Estate  Outlook:  Market  Trends  and  Insights. 


Rules  of  Thumb 


Lenders  use  two  rules  of  thumb  to  estimate  the  maximum  affordability  of  hous- 
ing expenses.  The  first  is  sometimes  referred  to  as  the  front-end  ratio,  while  the 
second  is  known  as  the  back-end  ratio. 

The  front-end  ratio  compares  the  total  annual  expenditures  for  housing  (the 
principal  and  interest  on  the  mortgage  plus  the  real  estate  taxes  and  insurance) 
with  the  loan  applicant's  gross  annual  income.  Generally,  the  total  annual 
expenditures  should  not  exceed  25  to  29  percent  of  gross  annual  income.  Apply- 
ing a  28  percent  front-end  ratio,  a  couple  with  a  gross  annual  income  of  $43,000 
could  qualify  for  a  mortgage  requiring  total  annual  expenditures  of  less  than 
$12,040  (0.28  x  $43,000),  or  $1003  per  month. 

The  back-end  ratio  compares  the  total  of  all  monthly  debt  payments  (for  the 
mortgage,  real  estate  taxes,  and  insurance,  plus  auto  loans  and  other  debts)  with 
gross  monthly  income.  Generally,  lenders  require  that  monthly  debt  payments 
do  not  exceed  33  to  41  percent  of  gross  monthly  income.  Applying  a  back-end 
ratio  of  36  percent,  the  same  couple  could  qualify  for  any  loan  that  does  not 
result  in  monthly  debt  repayments  exceeding  $1290  (their  monthly  income  of 
$3583  x  0.36). 
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Housing 


A  big  tax  break  offered  to  U.S.  taxpayers  is  the 
deductibility  of  both  mortgage  interest  and  real 
estate  taxes.  These  amounts  usually  exceed  the  IRS's 
standard  deduction  (see  Chapter  3),  thereby  making 
it  advantageous  to  itemize  your  other  deductions. 
You  can  then  take  advantage  of  even  more  deduc- 
tion opportunities  available  to  taxpayers  who  item- 
ize. As  the  following  example  illustrates,  middle- 
income  individuals  and  families  can  usually  save 
$1000  or  $2000  per  year  in  taxes  because  of  these 
deductions  (calculations  from  Table  3.2). 


Couple  A  Couple  B 

(Renters)      (Home  Buyers) 


Adjusted  gross  income 

$39,850 

$39,850 

Standard  deduction 

7,200 

itemized 

Mortgage  interest 

0 

-7,500 

Real  estate  taxes 

0 

-1,300 

Other  deductions 

0 

-5,200 

Exemptions 

-5,500 

-5,500 

Taxable  income 

$27,150 

$20,350 

Tax  liability 

$4,072 

$3,052 

Couple  B  saves  $1020  ($4072  -  $3052)  on 
their  federal  income  taxes  because  they  can  deduct 
housing-related  interest  and  taxes  and  itemize  other 
deductions,  possibly  for  health  care  expenses,  state 
and  local  income  taxes,  charitable  contributions, 
and  miscellaneous  deductions.  The  actual  savings 
would  be  even  greater  for  couple  B  because  their 
state  income  taxes  would  likely  be  lower,  too. 

If  you  sell  a  home  for  more  than  you  originally 
paid,  you  will  have  a  capital  gain.  Any  capital  gains 
tax  liability  may  be  lowered  if  you  maintained  accu- 


rate records  of  home  improvements  made  over  the 
years  (such  as  constructing  a  new  garage)  that  add 
to  its  value,  prolong  its  useful  life,  or  adapt  it  to 
new  uses.  These  expenses  can  be  subtracted  from 
taxable  gains  possible  from  the  sale  of  a  home.  The 
IRS  requires  proof  of  tax-deductible  expenses,  so 
accurate  records  must  be  kept  for  a  long  time. 

Tax  law  changes  implemented  in  1998  have 
greatly  reduced  the  likelihood  that  capital  gains  on 
home  sales  will  be  taxed.  Homeowners  with  appre- 
ciated principal  residences  can  avoid  tax  on  gains  of 
up  to  $500,000  if  married  and  filing  jointly,  and  up 
to  $250,000  if  single.  To  realize  this  benefit,  the 
home  must  have  been  owned  and  used  as  the  prin- 
cipal residence  for  two  of  the  last  five  years  preced- 
ing the  date  of  the  sale;  the  seller  does  not  need  to 
purchase  a  replacement  property.  You  can  take 
advantage  of  this  exclusion  as  often  as  desired  as 
long  as  you  meet  the  two-year  out  of  five-year  resi- 
dency requirement. 

Beginning  in  1998,  individuals  can  establish 
new  Roth  IRAs  (see  Chapter  18).  Once  such  an 
account  is  five  years  old,  as  much  as  $10,000  may 
be  withdrawn  tax-  and  penalty-free,  provided  that 
the  qualifying  first-time  home  buyer  uses  the  funds 
for  home-buying  costs.  Funds  must  be  used  within 
120  days  of  withdrawal.  A  qualifying  first-time 
home  buyer  is  someone  who  has  not  owned  a  prin- 
cipal residence  in  the  two-year  period  prior  to 
acquiring  the  new  home.  The  person  withdrawing 
the  funds  can  be  the  home  buyer  or  his  or  her 
spouse,  parent,  or  grandparent.  Hence,  this  mecha- 
nism allows  parents  or  grandparents  to  make  with- 
drawals from  Roth  IRAs  (up  to  $10,000)  to  help 
young  family  members  buy  their  first  home. 
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Did  You 

OKI 


The  Income  Needed  to  Qualify  to  Buy  a  Home 


The  table  at  right  will  give  you  a 
quick  idea  of  how  much  income 
you  need  to  buy  a  home  at  a  cer- 
tain price  using  a  front-end  ratio  of 
28  percent.  The  illustration  is  for  a 
30-year  loan  with  a  20  percent 
down  payment.  For  each  home 
price,  the  top  figure  in  each  row 
shows  the  monthly  payment  for 
principal,  interest,  real  estate  taxes, 
and  homeowner's  insurance  for  the 
interest  rates;  the  bottom  figure 
shows  the  required  gross  annual 
income  to  qualify  for  the  loan.  For 
example,  a  7  percent  loan  on  a 
$100,000  home  requires  a  monthly 
payment  of  S615  plus  an  income 
of  $26,357  to  qualify.  Taxes  and 
insurance  are  assumed  to  be  1  per- 
cent of  the  purchase  price  (divided 
by  12  months).  Visit  the 
Garman/Forgue  Web  site  to  perform 
these  calculations  for  a  variety  of 
home  prices  and  interest  rates. 


Interest 
Rate 

Price  of  Home 

$60,000 

$80,000 

$100,000 

$120,000 

$140,000 

4.0% 

$  279 
11,957 

$  371 
15,900 

$  465 
19,929 

$  558 
23,914 

$  651 
27,900 

5.0 

308 

410 

513 

615 

718 

13,200 

17,571 

21,985 

26,357 

30,771 

6.0 

338 

450 

563 

676 

788 

14,486 

19,286 

24,129 

28,971 

33,771 

7.0 

369 

493 

615 

739 

862 

15,814 

21,129 

26,357 

31,671 

36,943 

8.0 

402 

536 

670 

804 

938 

17,229 

22,971 

28,714 

34,457 

40,200 

9.0 

436 

582 

727 

872 

1,018 

18,686 

24,943 

31,157 

37,371 

43,629 

10.0 

471 

628 

785 

942 

1,099 

20,186 

26,914 

33,643 

40,371 

47,100 

J    Describe  the  various 
mechanisms  for  financing 
a  home. 


Financing  a  Home 


Buying  a  home  represents  the  largest  expenditure  most  people  ever  make.  You 
can  use  several  tactics  to  obtain  the  money  for  this  purchase.  Many  people  estab- 
lish a  "home  savings"  fund  while  renting.  Some  must  rent  for  five  years  or  more 
before  they  are  able  to  save  enough  to  purchase  a  home.  Some  couples  postpone 
having  children,  while  other  people  cut  back  on  entertainment  and  vacations 
and  put  off  making  major  purchases.  You  also  can  prepare  for  home  ownership 
by  renting  a  home  with  an  option  to  purchase  it.  Ultimately,  however,  you  must 
become  knowledgeable  about  mortgage  loans  and  how  they  work  to  purchase  a 
home. 


Mortgage  Loans 

A  mortgage  loan  is  a  loan  to  purchase  real  estate  in  which  the  real  estate  itself 
serves  as  collateral.  Mortgage  loans  are  available  from  depository  institutions 
(savings  and  loan  associations,  mutual  savings  banks,  commercial  banks,  mort- 
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Table  9.2 


Amortization  Effects  of  Monthly  Payment  of  $733.76  on  a 
$100,000,  30-Year  Mortgage  Loan  at  8  Percent 


First  Month 

$100,000  X   8%  X    V12  = 

$733.76  -  666.67  = 

$100,000  -  67.09  = 


$      666.67 

67.09 

$  99,932.91 


Interest  payment 
Principal  repayment 
Balance  due 


Second  Month 

$99,932.91    x   8%  X   V12     = 

$       666.21 

Interest  payment 

$733.76  -  666.21      = 

67.55 

Principal  repayment 

$99,932.91    -   67.55      = 

$99,865.36 

Balance  due 

Third  Month 

$99,865.36  X  8%  X   Vu     = 

$      665.76 

Interest  payment 

$733.76  -  665.76      = 

68.00 

Principal  repayment 

$99,865.36  -  68.00      = 

$99,797.36 

Balance  due 

gage  finance  companies,  and  credit 
unions,  as  described  in  Chapters  5 
and  7)  and  through  mortgage  bro- 
kers that,  for  a  fee,  will  shop  and 
arrange  financing  for  the  prospective 
bu\er.  In  exchange  for  the  loan,  the 
lender  (mortgagee)  has  a  lien  on  the 
real  estate — that  is,  the  legal  right  to 
take  and  hold  property  or  to  sell  it  in 
the  event  the  borrower  (mortgagor) 
defaults  on  the  loan.  Foreclosure  is 
the  process  in  which  the  lender  sues 
the  borrower  to  prove  default  and 
asks  the  court  to  order  the  sale  of  the 
property  to  pay  the  debt. 

The  term  "mortgage"  receives  its 
name  from  the  concept  of  amortiza- 
tion, which  is  the  process  of  gradu- 
ally paying  off  a  loan  through  a  series 
of  periodic  payments  to  a  lender. 
Each  payment  is  allocated  in  two 
ways.  First,  a  portion  goes  to  pay  sim- 
ple interest  on  the  debt  based  on  a  monthly  interest  rate  applied  to  the  out- 
standing debt.  The  remainder  goes  to  repay  the  principal,  which  is  the  debt 
remaining  from  the  original  amount  borrowed.  As  the  principal  is  paid  down, 
increasingly  lower  portions  of  the  payments  will  be  required  to  pay  interest 
while  payments  devoted  to  the  principal  accelerate.  At  any  point,  the  amount 
that  has  been  paid  off  (including  the  down  payment)  plus  any  appreciation  in 
the  value  of  the  home  represents  the  homeowner's  equity  (the  dollar  value  of 
the  home  in  excess  of  the  amount  owed  on  it).  Additional  payments  can  be 
directed  toward  the  principal  at  any  time  to  reduce  it  and  increase  equity. 

Necessarily,  most  of  each  monthly  payment  during  the  early  years  of  a  mort- 
gage loan  is  allocated  to  interest  because  the  debt  outstanding  remains  very 
high.  Table  9.2  shows  the  interest  and  principal  payment  amounts  for  the  first 
three  months  of  a  $100,000,  30-year,  8  percent  mortgage  loan.  For  the  first 
month,  $666.67  goes  for  interest  costs,  and  only  $67.09  goes  toward  retirement 
of  the  principal  of  the  loan.  The  monthly  principal-repayment  portion  increases 
very  slowly  over  the  life  of  a  loan,  as  shown  in  the  partial  amortization  schedule 
in  Table  9.3  on  the  following  page.  An  amortization  schedule  lists  each 
monthly  payment,  the  portion  that  will  go  toward  interest  and  principal,  and 
the  debt  remaining  after  the  payment  is  made.  Many  years  must  typically  pass 
before  the  monthly  payment  significantly  reduces  the  outstanding  balance  of 
the  loan. 


Three  Factors  Affecting  the 
Monthly  Payment  on  a  Mortgage 

Three  basic  factors  affect  the  monthly  payment  on  a  mortgage  loan:  the  amount 
borrowed,  the  interest  rate  charged,  and  the  time  period  of  the  loan. 
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Table  9.3 


Partial  Amortization  Schedule  for  a  $100,000,  30-Year 
(360-Payment)  Mortgage  Loan  at  8  Percent 


Payment 

Monthly 

Portion  to 

Total  of 

Number 

Payment 

Principal 

Portion  to 

Payments 

Outstanding 

(Month) 

Amount 

Repayment 

Interest 

to  Date               Loan  Balance 

1 

$733.76 

$  67.09 

$666.67 

$  733.76 

$99,932.91 

2 

733.76 

67.55 

666.21 

1,467.52 

99,865.36 

3 

733.76 

68.00 

665.76 

2,201.28 

99,797.36 

4 

733.76 

68.44 

665.32 

2,935.04 

99,728.91 

5 

733.76 

68.91 

664.85 

3,668.80 

99,660.00 

6 

733.76 

69.36 

664.40 

4,402.56 

99,590.64 

7 

733.76 

69.83 

663.93 

5,136.32 

99,520.81 

8 

733.76 

70.29 

663.47 

5,870.08 

99,450.52 

9 

733.76 

70.76 

663.00 

6,603.84 

99,379.76 

10 

733.76 

71.23 

662.53 

7,337.60 

99,308.53 

11 

733.76 

71.71 

662.05 

8,071.36 

99,236.82 

12 

733.76 

72.19 

661.57 

8,805.12 

99,164.63 

24 

733.76 

78.18 

655.58 

17,610.24 

98,259.94 

60 

733.76 

99.30 

634.46 

44,025.60 

95,069.85 

120 

733.76 

147.95 

585.81 

88,051.20 

87,724.70 

180 

733.76 

220.42 

513.34 

1 32,076.80 

76,781.55 

240 

733.76 

328.38 

405.38 

176,102.40 

60,477.95 

300 

733.76 

489.25 

244.51 

220,128.00 

36,188.09 

360 

733.76 

728.90 

4.86 

264,153.60 

0 

The  Amount  Borrowed  The  payment  schedule  illustrated  in  Table  9.4  gives  the 
monthly  payment  required  for  each  $1000  of  a  mortgage  loan  at  different  inter- 
est rates.  Using  this  table,  you  can  calculate  the  monthly  payment  for  mortgage 
loans  of  different  amounts.  For  example,  the  $100,000  mortgage  loan  described 
earlier  at  8  percent  for  30  years  costs  $7.3376  per  $1000  per  month.  Thus,  100  x 
$7.3376  equals  $733.76.  If  the  loan  amount  was  $120,000,  then  the  monthly 
payment  would  be  $880.40  (120  x  $7.3367). 

The  amount  borrowed  is  determined  in  part  by  the  down  payment  required 
by  the  lender.  The  minimum  down  payment  is  based  on  the  lender's  desired 
loan-to-value  ratio,  which  is  calculated  by  dividing  the  maximum  amount  the 
lender  will  loan  on  a  piece  of  property  by  the  property's  purchase  price.  The 
lender  limits  the  amount  that  it  will  risk  on  a  mortgage  to  ensure  that  it  can 
recover  the  debt  if  the  loan  goes  into  default.  For  example,  a  home  with  a  value 
of  $120,000  for  which  a  lender  desires  the  standard  loan-to-value  ratio  of  0.80 
will  have  a  maximum  loan  of  $96,000  (0.80  x  120,000).  Thus,  the  lender  would 
require  a  down  payment  of  $24,000  ($120,000  -  $96,000),  or  20  percent. 
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Table  9.4 


Estimating  Mortgage  Loan 

Payments  for  Pri 

ncipal 

and  Interest 

(Monthly  Payment 

per  $1000  Borrowed) 

Interest 

Payment  Period  (Years) 

■■■■m 

Rate (%) 

15 

20 

25 

30 

4.5 

$7.6499 

$6.3265 

$5.5583 

$5.0669 

5.0 

7.9079 

6.5996 

5.8459 

5.3682 

5.5 

8.1708 

6.8789 

6.1409 

5.6779 

6.0 

8.4386 

7.1643 

6.4430 

5.9955 

6.5 

8.7111 

7.4557 

6.7521 

6.3207 

7.0 

8.9883 

7.7530 

7.0678 

6.6530 

7.5 

9.2701 

8.0559 

7.3899 

6.9921 

8.0 

9.5565 

8.3644 

7.7182 

7.3376 

8.5 

9.8474 

8.6782 

8.0523 

7.6891 

9.0 

10.1427 

8.9973 

8.3920 

8.0462 

9.5 

10.4422 

9.3213 

8.7370 

8.4085 

10.0 

10.7461 

9.6502 

9.0870 

8.7757 

Note: To  use  this  table  to  figure  a  monthly  mortgage  payment,  divide  the  amount  borrowed  by  1000  and  mul- 
tiply by  the  appropriate  figure  in  the  table  for  the  interest  rate  and  time  period  of  the  loan.  For  example,  an 
$80,000  loan  for  20  years  at  9  percent  would  require  a  payment  of  $7 1 9.78  [($80,000  +  1 000)  x  8.9973];  over 
30  years,  it  would  require  a  payment  of  $643.70  (($80,000  *  1000)  x  8.0462].  For  calculations  for  different 
interest  rates,  visit  the  Garman/Forgue  Web  site. 


Table  9.5 


Effect  of  Down  Payment  Size  on 
Monthly  Payment  for  a  $100,000  Home 

(7  Percent  Mortgage  Loan  for  20  Years) 


Down 

Amount 

Monthlv 

Payment 

of  Loan 

Payment 

$  5,000 

$95,000 

$736.53 

10,000 

90,000 

697.77 

1 5,000 

85,000 

659.00 

20,000 

80,000 

620.24 

25,000 

75,000 

581.48 

A  borrower  may  want  to  make  only  the  minimum  down  payment  required 
by  the  lender's  loan-to-value  ratio.  For  persons  with  limited  cash,  this  assump- 
tion may  be  appropriate,  but  for  borrowers  with  an  extra  $5000  or  $10,000  avail- 
able, the  situation  differs.  Making  a  down  payment  that  is  larger  than  required 
lowers  the  borrower's  monthly  payments.  A  smaller  loan  also  carries  lower  total 
interest  costs. 

Table  9.5  shows  the  progressively  smaller  monthly  payments  associated  with 
increased  down  payments.  At  7  percent  interest,  a  20-year  loan  of  $95,000  costs 
$736.53  per  month.  Increasing  the  down  payment  by 
$5000  reduces  the  monthly  payment  to  $697.77,  and 
an  additional  $5000  reduces  it  even  further  to  $659.00. 
Low-  and  moderate-income  families  often  find  it 
difficult  to  save  the  20  percent  down  payment  required 
by  most  lenders.  FHA  and  VA  loans  (discussed  later) 
provide  some  opportunity  for  low  down  payments  but 
are  not  available  to  all  borrowers  or  on  all  homes.  Other 
programs  have  been  developed  for  lower-income  buy- 
ers and  people  buying  homes  for  the  first  time.  Lenders 
in  your  area  can  provide  you  with  information  about 
programs  that  target  these  special-needs  groups.  It  may 
be  possible  to  buy  a  home  with  a  low  (or  no)  down 
payment  and  at  a  low,  government-subsidized  interest 
rate. 
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The  Interest  Rate  The  higher  the  interest  rate,  the  higher  the  monthly  payment 
on  a  mortgage  loan  (see  Table  9.4).  For  example,  a  $733.76  monthly  payment  is 
required  for  a  $100,000  mortgage  loan  taken  out  for  30  years  at  8  percent.  If  the 
interest  rate  were  9.5  percent,  the  monthly  mortgage  payment  would  be  $840.85 
(100  x  $8.4085),  an  increase  of  more  than  $100.  The  impact  is  even  greater  on 
the  total  payback  and  the  total  interest  paid  over  the  life  of  the  loan.  The  8  per- 
cent loan  will  have  total  payments  of  $264,153.60  (360  x  $733.76)  with  total 
interest  of  $164,153.60  ($264,153.60  -  $100,000.00).  For  the  9.5  percent  loan, 
total  payments  are  $302,706.00  (360  x  $840.85)  and  total  interest  is 
$202,706.00  ($302,706.00  -  $100,000.00).  Thus,  the  added  cost  for  the  30-year 
loan  at  9.5  percent  is  $38,552.40  over  the  life  of  the  loan. 

Homeowners  may  find  it  advantageous  to  refinance  a  mortgage  when  inter- 
est rates  decline.  In  mortgage  refinancing,  a  new  mortgage  is  obtained  to  pay 
off  and  replace  an  existing  mortgage.  Most  often  it  is  undertaken  to  lower  the 
monthly  payment  on  the  home  via  a  lower  interest  rate.  It  may  also  be  possible 
to  borrow  more  than  the  current  balance  on  the  existing  loan,  thereby  utilizing 
some  of  the  equity  built  up  in  the  home.  Borrowers  refinancing  for  more  than 
the  amount  owed  should  understand  that  rebuilding  the  equity  to  its  previous 
level  may  take  many  years. 

Length  of  Maturity  Table  9.6  illustrates  the  relationships  among  maturity 
length,  monthly  payment,  and  interest  cost  for  a  $70,000  loan  at  various  inter- 
est rates.  For  loans  with  the  same  interest  rate,  a  longer  term  of  repayment  results 
in  a  smaller  payment.  Ironically,  more  total  interest  is  paid  over  the  longer  repay- 
ment time  period  despite  the  lower  monthly  payment.  For  example,  the 
monthly  payment  on  an  8  percent  loan  is  $586  for  20  years  but  only  $514  for 
30  years.  When  the  loan  is  paid  back  in  20  years,  the  total  interest  costs  are  much 
lower  ($71,000  rather  than  $115,000,  for  a  savings  of  $44,000). 

Some  borrowers  opt  for  a  mortgage  loan  with  a  comparatively  short  15-year 
maturity.  Its  advantages  include  a  faster  build-up  of  equity,  lower  total  interest, 

Table  9.6 


Monthly  Payment  and  Total  Interest  to  Repay  a  $70,000  Loan 

Length 

Interest  Rate  (%) 

of  Loan 

6 

8 

10 

12 

30  years 

$      420 

$        514 

$        614 

$         720 

81,000 

115,000 

151,000 

189,000 

25  years 

451 

540 

636 

737 

65,000 

92,000 

121,000 

151,000 

20  years 

502 

586 

676 

771 

50,000 

71,000 

92,000 

1 1 5,000 

15  years 

591 

669 

752 

840 

36,000 

50,000 

65,000 

81,000 

Note:  Figures  are  rounded.  The  top  figure  in  each  pair  is  the  monthly  payment,  and  the  bottom 
figure  is  the  total  interest  paid  rounded  to  the  nearest  $1000. 
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and  a  quicker  payoff  of  the  loan.  These  advantages  can  also  be  gained  with  a  20- 
or  30-year  mortgage  by  simply  paying  additional  amounts  toward  the  principal 
during  the  time  period  of  the  loan.  Because  mortgage  loans  are  simple-interest 
loans  in  which  no  penalty  is  incurred  for  occasionally  (or  regularly)  making 
larger-than-necessary  payments,  it  is  generally  wise  to  take  a  longer  repayment 
period  even  if  you  plan  to  pay  off  in  15  (or  fewer)  years.  With  that  strategy,  the 
faster  payoff  is  optional  rather  than  mandatory. 


The  Conventional  Mortgage  Loan 

A  conventional  mortgage  is  a  fixed-rate,  fixed-term,  fixed-payment  mortgage 
loan.  For  example,  an  $80,000  loan  could  be  granted  at  a  9  percent  annual  inter- 
est rate  over  a  period  of  30  years  with  a  monthly  payment  of  $643.70.  Because 
the  lender's  only  protection  against  possible  default  is  the  home  itself,  a  down 
payment  of  20  percent  of  purchase  price  (a  loan-to-value  ratio  of  80  percent)  is 
standard  practice.  On  a  $100,000  home,  for  example,  a  lender  would  likely  lend 
only  $80,000.  Should  the  borrower  default,  the  lender  could  probably  sell  the 
home  for  at  least  the  amount  of  the  outstanding  loan  balance.  Lenders  feel  more 
secure  with  substantial  down  payments  and  often  offer  slightly  reduced  interest 
rates  in  return  for  higher  down  payments.  With  a  down  payment  of  30  percent, 
for  example,  a  lender  might  offer  an  interest  rate  0.25  or  0.5  percentage  points 
lower  than  the  interest  rate  for  a  loan  with  a  20  percent  down  payment.  Note, 
however,  that  lenders  may  accept  as  little  as  3  percent  down  if  the  mortgage  is 
insured.  Mortgage  insurance  is  discussed  later  in  this  chapter. 


The  Adjustable-Rate  Mortgage  Loan 

With  an  adjustable-rate  mortgage  (ARM) — sometimes  called  a  variable-rate 
mortgage — a  borrower's  interest  rate  will  fluctuate  according  to  some  index  of 
interest  rates  based  on  the  performance  of  the  economy  as  a  whole.  Thus  the 
monthly  payment  could  increase  or  decrease,  usually  on  an  annual  basis,  but 
sometimes  monthly.  Lenders  offer  ARM  rates  at  1  to  3  percent  (or  more)  below 
conventional  mortgage  rates.  With  all  ARMs,  a  decline  in  the  rate  will  cause  the 
monthly  payment  to  drop.  Conversely,  future  increases  in  the  rate  may  increase 
monthly  payments,  perhaps  making  them  unaffordable  and  forcing  some  bor- 
rowers to  sell.  Borrowers  with  ARMs  should  always  determine  the  "worst  case" 
scenario  for  interest  rate  increases  under  their  loan  contract  and  calculate  the 
monthly  payment  that  would  result. 

Sometimes  ARM  lenders  will  offer  a  teaser  rate  to  encourage  people  to  bor- 
row. Such  a  loan  will  carry  an  interest  rate  for  the  first  year  or  so  that  may  be  2 
to  4  percentage  points  below  regular  ARM  loan  rates.  Most  ARMs  have  interest- 
rate  caps  that  limit  the  amount  that  the  interest  rate  can  increase  (perhaps  no 
more  than  2  percent  per  year  and  no  more  than  5  percent  over  the  life  of  the 
loan).  Payment  caps,  in  turn,  limit  the  amount  that  the  payment  can  vary  on 
an  ARM.  Having  a  loan  with  a  payment  cap  but  without  an  equivalent  interest- 
rate  cap  is  an  invitation  to  negative  amortization,  which  occurs  when  monthly 
payments  are  actually  smaller  than  necessary  to  pay  the  interest.  This  practice 
will  result  in  a  principal  loan  balance  that  actually  rises. 
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For  example,  consider  an  ARM  initially  written  at  6.0  percent  for  a  30-year, 
$100,000  mortgage  with  a  S650  payment  cap.  The  initial  monthly  payment 
would  be  $599.55  (from  Table  9.4;  100  x  5.9955)— more  than  enough  to  pay  the 
interest  owed  each  month.  Should  the  rate  rise  to  8  percent  after  one  year, 
$658.48  would  be  needed  just  to  pay  the  interest  for  the  first  month  after  the 
rate  went  up.*  Because  the  monthly  payment  was  capped  at  $650,  the  principal 
balance  owed  would  actually  increase  $8.48  in  the  first  month  after  the  rates 
rose.  This  shortfall  would  increase  each  month  as  the  principal  owed  grew. 
Higher  payments,  perhaps  of  $800  or  $900,  would  be  required  in  later  years  to 
pay  off  the  loan  because  of  this  negative  amortization. 

Four  innovations  in  ARMs  have  been  developed.  The  first  is  the  convertible 
adjustable-rate  mortgage,  which  allows  conversion  of  an  ARM  to  a  fixed-rate 
mortgage,  usually  during  years  2  through  5  of  the  ARM.  The  second  innovation, 
the  reduction-option  loan,  begins  as  a  fixed-rate  loan  that  allows  a  one-time 
optional  adjustment  in  the  interest  rate  to  current  rates,  perhaps  during  years  2 
through  6  of  the  original  loan.  If  rates  drop,  you  can  take  the  option  and  reduce 
your  payments.  If  rates  do  not  drop,  you  simply  choose  not  to  exercise  your 
option.  The  third  innovation  is  a  price-level-adjusted  mortgage.  Its  initial  rate  is 
extremely  low,  perhaps  4  percent,  and  amortization  occurs.  The  interest  rate  and 
monthly  payment  are  subsequently  adjusted  according  to  the  inflation  rate  over 
the  years.  Over  a  20-year  period,  the  monthly  payment  could  triple  or  even 
quadruple.  In  such  a  case,  the  borrower  would  hope  that  his  or  her  income  keeps 
pace  with  inflation,  maintaining  the  affordability  of  the  loan  payments.  In  the 
fourth  innovation,  which  is  known  as  a  two-step  mortgage,  the  interest  is 
adjusted  just  once,  usually  at  the  end  of  the  seventh  year.  Thus,  in  the  first  step, 
the  mortgage  has  the  original  interest  rate;  the  second  step  applies  the  current  rate 
available  in  the  market  at  the  end  of  the  seventh  year.  This  option  offers  the  ben- 
efit of  a  fixed  monthly  payment  in  the  early  years. 

Alternative  Mortgage  Loans 

A  number  of  alternative  mortgage  approaches  have  emerged  in  response  to  inter- 
est rate  fluctuations  and  increasing  costs  for  housing.  In  general,  most  alterna- 
tive lending  approaches  aim  to  keep  the  monthly  payment  as  low  as  possible, 
especially  in  the  early  years  of  the  loan  for  first-time  and  lower-income  buyers. 
The  lower  payments  also  permit  borrowers  to  purchase  larger,  more  expensive 
homes  than  they  could  afford  with  a  traditional  loan.  A  number  of  these  alter- 
native mortgages  are  described  in  the  following  paragraphs. 

Graduated-Payment  Mortgage  Smaller-than-normal  payments  are  required  in 
the  early  years  but  gradually  increase  to  larger-than-normal  payments  in  later 
years  with  the  graduated-payment  mortgage.  It  makes  the  assumption  that 
increased  income  will  be  available  for  the  higher  payments.  The  interest  rate  is 
fixed,  but  payments  early  in  the  mortgage  may  be  lower  than  necessary  to  pay 
even  the  interest.  Payments  could  then  increase  each  year.  When  payments  in 
the  beginning  are  less  than  the  interest  owed,  negative  amortization  results. 

The  logic  of  Table  9.2  would  show  that  the  loan  balance  after  the  first  year  would  be  $98,771.99. 
This  amount  would  be  amortized  over  the  remaining  29  years  at  the  new  8  percent  rate,  and 
$658.48  would  go  to  interest  [($98,771.99  x  0.08)  -r  12]  in  the  first  month  after  the  rate  went  up. 


CHAPTER   9    The  Housing  Expenditure  247 


Lender  Buy-Down  Mortgage  With  the  lender  buy-down  mortgage,  the  inter- 
est rate  changes,  triggering  corresponding  changes  in  the  monthly  payments. 
First-time  home  buyers  often  use  buy-down  mortgages  to  take  advantage  of 
lower  monthly  payments  in  early  years  of  the  loan.  A  base  interest  rate  is  set, 
usually  0.5  percentage  points  above  current  fixed  rates.  For  the  first  year,  the  bor- 
rower pays  a  rate  2  percentage  points  below  the  base  rate.  In  the  second  year,  the 
rate  is  1  point  below  the  base.  In  the  third  and  future  years,  the  base  rate  would 
be  charged.  Unlike  with  an  adjustable-rate  mortgage,  these  changes  are  known 
in  advance  and  are  contractual.  Negative  amortization  does  not  occur  with  a 
buy-down  mortgage. 

Rollover,  or  Renegotiable-Rate,  Mortgage  A  rollover  mortgage  consists  of  a 
series  of  short-term  loans  for  two-  to  five-year  time  periods,  but  with  total  amor- 
tization spread  over  the  usual  25  to  30  years.  The  loan  is  renewed  for  each  time 
period  at  the  market  interest  rates  that  prevail  at  the  time  of  the  renewal. 

Shared-Appreciation  Mortgage   With  a  shared-appreciation  mortgage,  the 

lender  offers  an  interest  rate  about  one-third  less  than  the  market  rate.  In 
exchange,  the  lender  gains  the  right  to  receive  perhaps  one-third  of  any  appre- 
ciation in  the  home's  value  when  the  home  is  sold  or  ten  years  after  the  time  of 
the  loan. 

Growing-Equity  Mortgage  The  growing-equity  mortgage  (GEM)  is  meant  for 
people  who  design  their  loan  in  advance  to  reduce  interest  costs  by  paying  off 
the  mortgage  loan  early  The  payments  on  the  fixed-interest  loan  are  scheduled 
to  increase  by  a  predetermined  amount  each  year,  perhaps  2  to  7  percent.  The 
larger  amounts  go  toward  reducing  the  principal  owed — thus,  a  30-year  mort- 
gage may  be  paid  off  in  less  than  20  years.  As  illustrated  below,  the  GEM's  major 
advantage  is  a  significantly  reduced  total  payout  for  interest  on  the  loan. 

One  form  of  GEM  is  the  biweekly  mortgage,  which  calls  for  payments  every 
two  weeks  that  represent  half  of  the  normal  monthly  payment.  The  borrower, 
therefore,  makes  26  payments  per  year.  For  example,  an  $80,000,  9  percent,  30- 
year  loan  requires  a  $643.70  monthly  payment  for  a  total  of  $7724.40  (12  x 
$643.70)  paid  in  one  year.  On  a  biweekly  basis  with  payments  of  $321.85 
($643.70  4-  2),  the  total  amount  paid  each  year  would  be  $8368.10  ($321.85  x 
26).  The  difference  of  $643.70  ($8368.10  -  $7724.40)  is  equivalent  to  one  extra 
monthly  payment  per  year  and  is  applied  to  the  principal  of  the  loan.  Under  the 
biweekly  repayment  plan,  a  loan  may  be  repaid  in  approximately  20  years,  rather 
than  the  30  years  dictated  by  the  monthly  payment  plan.  Almost  all  mortgage 
lenders  permit  payment  of  additional  amounts  toward  principal  at  any  time.  For 
example,  paying  an  additional  $50  per  month  on  an  $80,000,  9  percent,  30-year 
loan  (that  is,  paying  $693.70  rather  than  $643.70)  would  cause  the  loan  to  be 
paid  off  in  22  years,  four  months,  and  would  save  $45,821  in  interest  costs. 

Assumable  Mortgage  It  may  be  possible  to  assume — or  take  over — the  original 
mortgage  taken  out  by  the  seller  of  a  home.  With  an  assumable  mortgage, 
the  buyer  pays  the  seller  a  down  payment  generally  equal  to  the  seller's  equity 
in  the  home  and  takes  over  the  mortgage  loan  payments  for  the  remaining  term 
of  the  loan.  The  buyer's  goal  is  to  obtain  the  loan  at  the  original  interest  rate, 
which  is  below  current  market  rates. 
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The  down  payment  for  an  assumable  mortgage  may  be  large  because  the 
home  will  have  increased  in  value  and  the  principal  of  the  loan  will  have  been 
reduced  over  the  years.  To  assume  an  existing  mortgage,  the  buyer  sometimes 
must  obtain  a  second  mortgage  to  cover  a  portion  of  the  down  payment.  A  sec- 
ond mortgage  is  an  additional  loan  on  a  residence  besides  the  original  mort- 
gage. In  case  of  default,  the  amount  owed  on  the  original  mortgage  must  be  paid 
first.  With  this  additional  risk,  the  interest  rate  on  a  second  mortgage  is  often  2 
to  5  percentage  points  higher  than  current  market  rates  for  first  mortgages.  For 
example,  suppose  Robert  and  Louise  Bond,  a  dual-earner  family  from  Van  Nuys, 
California,  wish  to  buy  a  $250,000  home  from  the  Roget  family.  The  Bonds  want 
to  assume  the  Rogets'  remaining  mortgage  of  $170,000,  but  they  have  only 
$50,000  available  to  pay  the  Rogets  for  their  equity  of  $80,000  ($250,000  - 
$170,000).  A  lender  (maybe  the  Rogets'?)  that  thinks  the  Bonds  can  afford  to 
make  two  mortgage  payments  might  give  them  a  second  mortgage  loan  of 
$30,000  to  make  up  the  difference.  Second  mortgages  often  run  from  three  to 
ten  years  in  length,  so  the  Bonds  can  look  forward  to  having  only  one  mortgage 
payment  at  some  point.  Of  course,  they  may  face  considerable  budget  stress 
while  paying  on  both  mortgages  at  the  same  time. 

Seller  Financing  Seller  financing  occurs  whenever  the  seller  of  a  home  agrees 
to  accept  all  or  a  portion  of  the  purchase  price  in  installments  rather  than  a  lump 
sum.  The  Bond  family  in  the  preceding  example  could  have  used  seller  financ- 
ing if  the  Rogets  agreed  to  accept  installment  payments  on  the  $30,000  the 
Bonds  lacked  for  the  equity.  Such  a  case  would  be  labeled  a  "seller-financed  sec- 
ond mortgage."  Other  variations  also  exist.  For  example,  a  seller  may  be  willing 
to  finance  the  entire  purchase  price  for  20  or  30  years  with  a  10  or  20  percent 
down  payment,  thereby  acting  much  like  a  mortgage  lending  institution.  Usu- 
ally seller  financing  is  a  short-term  arrangement,  however,  with  payments  based 
on  amortization  occurring  over  perhaps  20  years  and  a  balloon  payment  due 
after  perhaps  five  years.  Thus,  all  principal  not  paid  after  five  years  would  be  due. 
This  extremely  large  sum  would  typically  require  refinancing  via  a  mortgage 
from  a  financial  institution.  Such  a  loan  should  not  be  difficult  to  obtain  assum- 
ing that  equity  has  built  up  in  the  property.  Interest  rates  could  have  risen  dra- 
matically, however,  making  it  difficult  for  the  buyer  to  budget  the  new,  larger 
mortgage  payments.  In  most  seller  financing,  the  buyer  obtains  the  title  to  the 
property  when  the  deal  is  closed  and  the  contract  signed.  A  land  contract  (or 
contract  for  deed),  in  contrast,  brings  greater  risk  for  the  buyer  because  all  terms 
in  the  contract  (including  payment  of  the  debt)  must  be  satisfied  before  obtain- 
ing title.  As  a  result,  if  you  move  before  paying  off  the  contract  in  full,  you  for- 
feit all  money  paid  in  installments  to  the  seller  and  any  appreciation  in  the 
home's  value.  You  build  no  equity  until  the  contract  is  completed. 

Reverse  Mortgage  A  reverse  mortgage,  also  known  as  a  home-equity  conver- 
sion loan,  allows  a  homeowner  over  age  61  to  borrow  against  the  equity  in  a 
home  that  is  hilly  paid  for  and  to  receive  the  proceeds  in  a  series  of  monthly  pay- 
ments, often  over  a  period  of  five  to  15  years  or  for  life.  The  contract  allows  the 
person  to  continue  living  in  the  home.  Essentially,  the  borrower  trades  his  or  her 
equity  in  the  home  in  return  for  either  a  fixed  monthly  income  or  a  line  of  credit 
that  can  be  drawn  upon  at  the  option  of  the  homeowner.  The  most  likely 


CHAPTER   9    The  Housing  Expenditure 


249 


prospects  for  such  loans  are  elderly  persons  who  have  paid  off  their  mortgages 
but  are  strapped  for  income.  The  mortgage  does  not  have  to  be  paid  back  until 
the  last  surviving  owner  sells  the  house,  moves  out  permanently,  or  dies.  Instead 
of  "interest,"  these  loans  carry  various  fees  and  charges.  Lenders  must  disclose 
these  fees  in  a  uniform  way  so  that  borrowers  can  compare  among  lenders  for 
the  most  economical  choice.  Generally,  the  longer  the  owner  lives  in  the  home 
after  the  mortgage  begins,  the  less  it  costs  on  an  annualized  basis  because  fees 
assessed  up  front  can  be  spread  out  over  many  years. 

Second  Mortgage  A  second  mortgage  is  a  loan  exceeding  the  amount  owed  on 
the  first  mortgage,  with  the  mortgaged  property  serving  as  collateral.  Second 
mortgages  allow  borrowers  to  access  their  home  equity.  Although  the  property 
serves  as  collateral  for  both  loans,  the  claim  of  the  first  mortgage  lender  is  pri- 
mary. Thus,  if  the  home  is  sold  or  if  either  loan  goes  into  foreclosure  and  the 
home  must  be  sold  at  auction,  the  proceeds  of  the  sale  will  be  first  applied  to  the 
first  mortgage  and  only  then  to  the  second  loan.  Historically,  people  have  used 
second  mortgages  to  pay  for  major  remodeling  projects,  finance  college  costs  for 
children,  pay  off  medical  bills,  or  start  a  business.  Today,  some  people  use  these 
funds  for  everyday  living  expenses,  an  unwise  practice  dubbed  "eating  one's 
house." 

Two  types  of  second  mortgages  exist.  With  a  home-equity  installment  loan, 
a  specific  amount  of  money  is  borrowed  for  a  fixed  time  period  with  fixed 
monthly  payments.  With  a  home-equity  line  of  credit,  a  maximum  loan 
amount  is  established  and  the  loan  operates  as  open-ended  credit,  much  like  a 
credit  card  account.  These  line-of-credit  loans  often  have  a  variable  interest  rate 
and  a  flexible  repayment  schedule. 

The  credit  limit  on  a  second  mortgage  loan  is  usually  set  at  75  to  80  percent 
of  the  home's  appraised  value  minus  the  amount  owed  on  the  first  mortgage.  For 
example,  a  person  with  a  home  appaised  at  $200,000  with  a  balance  owed  of 
$100,000  on  a  first  mortgage  might  be  allowed  to  take  out  a  $60,000  second 
mortgage  [($200,000  x  0.80)  -  $100,000].  The  interest  rate  on  a  second  mort- 
gage is  usually  1.5  to  2.0  percentage  points  higher  than  the  prevailing  first  mort- 
gage rates  in  the  market.  Generally,  the  interest  can  be  used  as  a  deduction  on 
state  and  federal  income  tax  forms. 


D 


Identify  the  numerous 
costs  of  buying  a  home, 
including  principal,  interest, 
and  closing  costs. 


What  Does  It  Cost  to  Buy  a  Home? 


Some  prospective  home  buyers  look  at  homes  that  are  too  expensive  but  end  up 
buying  them  anyway.  Such  buyers  will  have  nice  homes  but  could  be  called 
"house  poor"  because  they  will  spend  such  a  great  proportion  of  income  on 
housing  costs  that  very  little  money  will  be  left  over  for  other  items.  To  avoid 
becoming  house  poor,  the  wise  financial  planner  carefully  estimates  all  initial 
and  subsequent  costs  of  housing  and  thus  makes  more  knowledgeable  decisions. 
In  the  discussion  that  follows,  we  assume  that  the  prospective  homeowner  has 
$15,000  to  use  as  a  down  payment  on  a  $115,000  vacation  home.  All  other  costs 
are  described  in  the  following  sections,  and  Table  9.7  on  the  following  page 
shows  a  summary  of  estimated  costs. 
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Table  9.7 


Estimated  Buying  and  Closing  Costs 

(Purchase  Price  of  a  Vacation  Home,  S1 15,000  with  S15.000  Down;  Closing  on  July  1) 


Home  Buying  Costs 

Down  payment 

Points  (2) 

Loan  application  fee 

Principal  and  interest  (from  Table  9.4  for  a 
$100,000  loan  for  30  years  at  8%) 

Property  taxes  (for  first  half-year,  then  monthly) 

Homeowner's  insurance  (for  first  half-year,  then  monthly) 

Mortgage  insurance 

Loan  origination  fee 

Title  search 

Title  insurance  (to  protect  lender) 

Title  insurance  (to  protect  buyer) 

Attorney's  fee 

Credit  reports 

Recording  fees 

Appraisal  fee 

Termite  and  radon  inspection  fee 

Survey  fee 

Notary  fee 

SUBTOTAL 

Less  amount  owed  by  seller 

SUBTOTAL 

Warranty  insurance  (optional) 

TOTAL 


At  Closing 

$15,000 

2,000 

100 


Monthly 


$733.76 


750* 

125.00 

480 1 

40.00 

— 

41.67 

500 

— 

100 

— 

200 

— 

200 

— 

300 

— 

25 

— 

20 

— 

150 

— 

130 

— 

100 

— 

50 

— 

$20,105 

$940.43 

-750* 

— 

$19,355 

240 

20.00 

$19,595 

$960.43 

*  Would  be  received  from  seller  who  legally  owes  these  taxes,  and  then  deposited  in  escrow  account. 
t  Would  be  paid  to  escrow  account. 


Principal  and  Interest 

A  mortgage  loan  requires  repayment  of  both  principal  (P)  and  interest  (I),  which 
are  the  first  two  letters  of  the  popular  abbreviation  PITI,  which  real  estate  agents 
and  lenders  often  use  to  indicate  a  mortgage  payment  that  includes  principal, 
interest,  real  estate  taxes,  and  insurance.  The  monthly  payment  schedule  in 
Table  9.4  gives  the  amount  needed  per  month  to  repay  each  $1000  of  mortgage 
loan  at  different  interest  rates.  For  our  30-year,  8  percent  loan,  the  amount  in  the 
table  is  $7.3376.  In  our  example,  the  loan  amount  is  $100,000  ($115,000  - 
$15,000);  multiplying  100  by  $7.3376  gives  a  monthly  payment  of  $733.76  to 
repay  the  principal  and  interest. 
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Taxes  and  Insurance 


Taxes  (T)  and  insurance  (I)  represent  the  last  two  letters  of  PITT.  Real  estate  prop- 
erty taxes  must  be  paid  to  local  and  state  governments.  The  amount  varies  by 
community,  but  usually  ranges  from  1  to  4  percent  of  the  value  of  the  home.  The 
total  amount  ($1500  in  our  example)  is  due  once  each  year  when  the  govern- 
ment sends  out  its  tax  bill.  When  an  escrow  account  is  used,  lenders  require  that 
the  borrower  deposit  in  advance  a  pro  rata  share  (one-twelfth)  of  the  estimated 
real  estate  taxes  each  month  ($125  in  our  example).  An  escrow  account  is  a  spe- 
cial reserve  account  at  a  financial  institution  (in  this  case,  the  lender)  where 
funds  are  held  until  they  are  paid  to  a  third  party  (in  this  case,  the  taxing  agency 
and  the  insurance  company).  If  a  buyer  takes  possession  at  the  midpoint  of  the 
tax  year,  the  seller,  who  owes  those  taxes,  should  make  one-half  ($750  here)  of 
the  taxes  due  available  out  of  the  escrow  account  to  the  buyer  on  the  day  of  the 
closing.  Closing  takes  place  when  the  home  is  financially  and  legally  transferred 
to  the  new  buyer  and  usually  occurs  in  the  office  of  the  lender  or  an  attorney. 

Lenders  always  require  homeowners  to  insure  the  home  itself  in  case  of  fire 
or  other  calamity.  In  contrast,  insurance  on  the  contents  of  the  home  is  the 
responsibility  of  the  homeowner.  Both  the  home  and  its  contents  can  be  covered 
in  a  typical  homeowner's  insurance  policy.  (Chapter  10  covers  this  information 
in  detail.)  The  annual  premium  for  such  insurance  must  be  paid  each  year  in 
advance.  Most  lenders  require  prepayment  of  a  pro  rata  share  (one-twelfth)  each 
month  ($40  here)  of  the  next  year's  estimated  insurance  premium.  In  addition, 
on  closing  day  the  purchaser  must  be  prepared  to  prepay  one  year's  premium 
($480  here)  in  advance. 


Mortgage  Insurance 

When  a  buyer  makes  a  down  payment  that  is  less  than  20  percent  of  the  home's 
purchase  price,  the  lender  almost  always  requires  that  the  borrower  obtain  mort- 
gage insurance.  Mortgage  insurance  typically  insures  the  first  20  percent  of  a 
loan  in  case  of  default.  In  our  example,  the  lender  is  willing  to  loan  $100,000 
even  though  the  $15,000  down  payment  is  less  than  the  standard  20  percent. 
The  mortgage  insurance  company  would  insure  20  percent,  or  $20,000 
($100,000  x  0.20),  of  the  debt.  The  lender  would  be  assured  of  payment  of  the 
loan  balance  if  the  home  were  later  repossessed  for  default  and  sold  for  less  than 
the  amount  owed.  In  this  example,  assume  a  premium  charge  totaling  0.5  per- 
cent of  the  mortgage  loan,  or  $500  (0.005  x  $100,000)  annually,  to  be  paid 
monthly  ($41.67)  to  the  lender,  which  forwards  it  to  the  mortgage  insurance 
company.  Mortgage  insurance  may  be  obtained  from  several  sources. 

Private  Mortgage  Insurance  Private  mortgage  insurance  (PMI)  is  mortgage 
insurance  obtained  from  a  private  company  rather  than  a  government  agency. 
The  largest  private  mortgage  insurer  is  the  Mortgage  Guaranty  Insurance 
Corporation  (MGIC,  pronounced  "magic").  The  cost  of  PMI  varies  from  0.25  to 
2.0  percent  of  the  debt,  depending  on  how  far  below  20  percent  the  down  pay- 
ment falls.  PMI  premiums  must  be  paid  until  the  unpaid  balance  drops  to  80  per- 
cent of  the  home's  value.  At  that  point  it  may  be  possible  to  cancel  the  insur- 
ance, but  the  borrower  must  request  the  cancellation  in  writing. 
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About  Real  Estate  Property  Taxes 


Real  estate  property  taxes  are  based  on  the  value 
of  buildings  and  land.  Local  government  officials 
establish  a  fair  market  value  for  the  owner's  home 
and  land.  Next,  the  assessed  value  of  the  property 
is  calculated.  This  value  is  established  by  the  local 
tax  assessor  or  by  law  as  a  fixed  percentage  of  fair 
market  value  (perhaps  50,  60,  or  100  percent).  A 
home  with  a  fair  market  value  of  $100,000,  for 
example,  might  have  an  assessed  value  of  560,000. 
The  real  estate  tax  on  an  assessed  valuation  of 


560,000  at  a  tax  rate  of  30  mills  (each  mill  repre- 
sents one  one-thousandth  of  a  dollar)  would  be 
51800  (560,000  x  0.030). 

Although  you  can  do  little  to  affect  the  tax  rate 
on  real  estate  property,  you  can  claim  that  the 
assessed  valuation  on  your  home  is  too  high.  If 
your  appeal  is  successful,  your  tax  bill  will  be  low- 
ered accordingly.  On  a  national  basis,  about  one- 
half  of  all  appeals  are  successful. 


Instead  of  making  monthly  payments  for  PMI,  it  may  be  possible  to  obtain 
lender-paid  mortgage  insurance.  In  such  a  case,  the  lender  pays  the  mortgage 
insurance  premium  and  in  return  charges  a  higher  interest  rate  on  the  loan  of 
perhaps  an  additional  V-i  to  3Ai  of  a  percentage  point.  The  mortgage  insurance 
premium  is  tax-deductible  because  it  represents  part  of  the  interest  payments, 
but  the  insurance  cannot  be  dropped  without  completely  refinancing  the  loan. 

FHA  Mortgage  Insurance  Many  borrowers  seek  government  mortgage  insurance 
and  guarantees  instead  of  private  mortgage  insurance.  To  encourage  lending,  the 
Federal  Housing  Administration  (FHA)  of  the  U.S.  Department  of  Housing  and 
Urban  Development  (HUD)  insures  loans  that  meet  its  standards.  The  borrower 
must  be  creditworthy,  and  the  home  must  meet  the  FHA's  minimum-quality 
standards. 

An  FHA  mortgage  is  granted  by  a  mortgage  lender  such  as  a  bank,  which  is 
insured  against  borrower  default  by  the  federal  government.  Like  private  mort- 
gage insurers,  the  FHA  charges  the  borrower  a  mortgage  insurance  premium. 
This  premium  may  be  paid  as  a  single  up-front,  lump-sum  payment,  or  it  may 
be  financed  and  paid  in  monthly  amounts  like  private  mortgage  insurance. 

Usually,  only  a  very  small  down  payment  is  required  on  an  FHA-insured 
mortgage  because  the  loan  is  backed  by  the  federal  government.  Down-payment 
minimums  are  calculated  as  follows:  the  lesser  of  2.25  percent  of  the  appraised 
value  or  3  percent  on  the  first  525,000,  5  percent  on  amounts  between  525,000 
and  5125,000,  and  10  percent  on  amounts  over  5125,000.  Mortgage  loans 
insured  by  FHA  can  be  made  on  homes  that  do  not  exceed  FHA  lending  limits, 
which  change  frequently  and  vary  across  the  country  according  to  local  housing 
market  prices.  Terms  can  be  up  to  30  years,  and  the  time  to  process  an  applica- 
tion is  often  60  to  90  davs. 


VA  Mortgage  Insurance  The  federal  Department  of  Veterans  Affairs  fVA)  pro- 
motes home  ownership  among  military  veterans  (active-duty,  reserve,   and 
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National  Guard  veterans  may  qualify)  by  providing  the  lender  with  a  guarantee 
against  buyer  default.  In  effect,  the  VA  guarantee  operates  much  like  FHA  or  pri- 
vate mortgage  insurance  because  the  lender  is  protected  for  a  portion  of  the 
loan's  value  in  the  event  that  the  home  must  be  repossessed  and  sold.  Homes 
must  meet  VA  standards  of  construction,  but  mobile  homes  also  qualify  for  these 
loans.  Little  or  no  down  payment  is  required  on  VA  loans,  and  lending  limits  are 
set  by  the  VA.  Usually  60  to  90  days  are  needed  to  approve  an  application. 

Points 

A  point  is  a  fee  equal  to  1  percent  of  the  total  loan  amount,  and  any  charge  for 
points  must  be  paid  in  full  when  the  home  is  bought.  Interest  points  increase 
the  return  to  the  lender.  In  our  example,  the  lender  charged  2  points  on  the 
$100,000  loan,  resulting  in  a  charge  of  $2000.  By  law,  interest  points  do  not  have 
to  be  included  in  calculating  the  annual  percentage  rate  (APR)  for  the  loan.  Each 
point  charged  would  increase  the  annual  percentage  rate  approximately  0.125 
percent,  however.  Many  lenders  charge  interest  points,  which  are  deductible  on 
federal  income  tax  returns. 

Lenders  most  often  charge  interest  points  to  increase  the  yield  on  FHA  and  VA 
mortgage  loans  to  the  level  that  market  conditions  demand.  These  government- 
regulated  loans  have  interest  rate  ceilings  that  are  often  set  lower  than  prevailing 
conventional  mortgage  interest  rates.  For  example,  if  interest  rates  on  conven- 
tional mortgage  loans  average  8  percent,  FHA  and  VA  loans  will  probably  carry  a 
rate  of  approximately  7  percent.  Lenders  must  be  encouraged  to  make  such 
below-market-rate  loans.  Accordingly,  the  lender  charges  the  seller  or  the  buyer 
of  a  home  one  or  more  points.  Sellers  of  FHA  and  VA  homes  who  pay  points  (FHA 
insurance  premiums  are  usually  2.25  points)  typically  increase  the  sales  price  of 
their  homes  by  an  equivalent  amount  when  negotiating  prices  with  purchasers 
who  intend  to  use  FHA  or  VA  mortgage  assistance.  A  home  purchaser  is  protected 
to  some  extent  from  an  inflated  price  because  the  FHA  and  VA  will  not  insure  a 
loan  for  more  than  the  appraised  value  of  the  home. 

Points  are  also  sometimes  charged  in  connection  with  a  loan  origination 
fee.  Lenders  charge  borrowers  these  noninterest  points  for  doing  all  of  the  paper- 
work and  setting  up  the  mortgage  loan.  The  fee  usually  ranges  from  0.5  to  2.0 
percent  of  the  amount  of  the  loan,  or  0.5  to  2  points.  In  our  example,  a  $500 
loan  origination  fee  is  assessed  as  shown  in  Table  9.7. 


Title  Insurance 

The  title  to  real  property  is  the  legal  right  of  ownership  interest.  In  real  estate 
transactions,  the  title  is  transferred  to  a  new  owner  through  a  deed,  which  is  a 
written  document  used  to  convey  real  estate  ownership.  Usually  with  the  assis- 
tance of  an  attorney  at  closing,  the  buyer  reviews  various  documents  to  ensure 
having  as  clear  a  title  as  possible.  Examples  of  claims  against  property  include 
electrical  work  for  which  a  previous  owner  never  paid  and  the  sale  of  mineral 
rights  perhaps  75  years  ago.  Four  types  of  deeds  are  used: 

1.    A  warranty  deed  is  the  safest,  as  it  guarantees  that  the  title  is  free  of  any  pre- 
vious mortgages. 
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2.  A  special  warranty  deed  guarantees  only  that  the  current  owner  has  not  placed 
any  mortgage  encumbrances  on  the  title. 

3.  A  quitclaim  deed  transfers  whatever  title  the  current  owner  had  in  the  prop- 
erty with  no  guarantee. 

4.  A  deed  of  bargain  and  sale  conveys  title  with  or  without  a  guarantee  that  the 
seller  had  an  ownership  interest. 

If  the  quality  of  the  deed  is  suspect,  a  title  search  and  the  purchase  of  title 
insurance  can  offer  better  protection.  An  attorney  or  title  company  can  inspect 
court  records  and  prepare  a  detailed  written  history  of  property  ownership  called 
an  abstract.  In  a  title  search,  an  attorney  examines  the  abstract  and  other  doc- 
uments and  may  issue  a  certificate  of  title.  This  legal  opinion  (not  a  guarantee) 
of  the  status  of  the  title  is  often  provided  when  an  abstract  is  unavailable  or  lost. 
The  seller  normally  pays  the  fees  for  preparation  of  these  documents. 

A  lender  often  requires  a  buyer  to  purchase  title  insurance  because  it  pro- 
tects the  lender's  interest  if  the  title  is  later  found  faulty.  A  separate  title  insur- 
ance policy  must  be  purchased  by  homeowners  who  wish  to  insure  their  own 
interest.  Policies  for  homeowners  usually  cover  only  the  amount  of  the  down 
payment  (the  beginning  equity)  rather  than  any  appreciating  equity  occurring 
over  the  years.  Premiums  for  title  policies  vary  among  title  companies.  The  one- 
time charge  at  closing  may  amount  to  0.25  percent  of  the  amount  of  the  loan 
for  each  policy  ($200  in  our  example). 

In  areas  where  real  estate  transfers  are  frequent,  the  wise  money  manager 
might  want  to  ask  a  title  insurance  company  about  a  reissue  rate.  This  type  of 
policy  carries  a  lower-rate  premium  because  the  property  history  has  been 
checked  in  recent  years.  Some  homeowners  do  not  purchase  title  insurance  for 
themselves,  assuming  that  the  title  insurance  company  will  successfully  fight 
any  claims;  this  assumption  may  not  be  correct,  however. 


The  Services  of  an  Attorney 

About  half  of  all  home  buyers  hire  an  attorney  to  represent  them  during  clos- 
ing to  review  all  documents  and  provide  advice.  Attorney  fees  commonly 
amount  to  0.5  percent  of  the  purchase  price  of  the  home,  although  some  attor- 
neys do  this  work  for  as  little  as  0.25  percent.  (The  attorney's  fee  is  $300  in  our 

example.) 


Miscellaneous  Costs 

When  a  prospective  mortgage  borrower  applies  for  a  loan,  the  lender  may  charge 
a  loan  application  fee  to  process  the  application.  In  addition,  a  credit  report 
normally  must  be  compiled  before  a  home  buyer  can  obtain  a  loan;  the  borrower 
pays  the  fee  for  this  report.  Recording  fees  are  charged  to  transfer  ownership 
documents  in  the  county  courthouse.  An  appraisal  fee  may  be  required  for  a 
professionally  prepared,  fair  market  estimate  of  the  value  of  the  property  by  an 
objective  party.  If  you  are  charged  an  appraisal  fee,  you  have  the  right  to  receive 
a  copy  of  the  appraisal.  A  survey  is  sometimes  required  to  certify  the  specific 
boundaries  of  the  lot.  Occasionally,  fees  may  be  charged  for  termite  and  radon 
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inspections.  Finally,  separate  notary  fees  may  be  charged  for  the  services  of 
those  legally  qualified  to  certify  (or  notarize)  signatures. 

Numerous  miscellaneous  expenses  are  involved  in  buying  a  home  and  pay- 
ing the  many  service  providers  who  take  part  in  the  transaction.  The  real  estate 
agent  often  makes  the  arrangements  for  these  service  providers  in  return  for  a 
referral  fee.  Always  ask  the  agent  about  the  nature  of  such  relationships.  You  are 
under  no  obligation  to  use  a  service  provider  arranged  by  the  agent.  The  costs 
for  most  home-buying  expenses  are  subject  to  negotiation,  and  the  wise  finan- 
cial manager  shops  for  better  prices  whenever  possible.  (Table  9.7  shows  sample 
fee  amounts.) 

The  federal  Real  Estate  Settlement  Procedures  Act  requires  that  the  borrower 
be  given  a  "good  faith  estimate"  of  all  specific  closing  costs  within  three  days  of 
making  a  mortgage  loan  application.  Each  borrower  also  must  receive  a  settle- 
ment information  booklet  that  explains  many  details  of  the  closing  process. 
Depending  on  state  laws,  closing  costs  may  vary  from  1  percent  of  the  mortgage 
loan  amount  up  to  4  or  5  percent. 


Home  Warranty  Insurance 

All  homes  for  sale  carry  some  type  of  implied  warranty  giving  an  unspoken  and 
unwritten  assurance  of  a  certain  level  of  quality  and  functionality  that  an  ordi- 
nary buyer  has  a  right  to  expect.  In  some  states,  home  sellers  must  complete  a 
form  verifying  the  condition  of  home  features  and  major  mechanical  equip- 
ment. Although  the  heating  unit  and  air  conditioner  should  work  at  the  time  the 
buyer  purchases  the  home,  for  example,  completion  of  this  form  does  not  mean 
that  they  must  still  be  working  two  years  later.  A  seller  who  knowingly  hides  seri- 
ous defects  might  be  liable,  but  the  buyer  will  have  to  hire  an  attorney  and  sue 
to  prove  this  point.  Many  home  builders  provide  an  express  warranty  for  one 
year  on  the  new  homes  they  sell.  If  the  builder  goes  out  of  business  or  becomes 
bankrupt,  however,  the  buyer  may  have  little  recourse  in  enforcing  any  war- 
ranty, whether  implied  or  expressed. 

Home  warranty  insurance  provides  another  option  for  the  homeowner  and 
operates  much  like  a  service  contract  (discussed  in  Chapter  8).  Home  warranty 
insurance  on  existing  homes  is  sold  by  insurance  companies  through  real  estate 
agents  for  a  one-time  premium  of  perhaps  $200  to  $800.  For  new  homes,  both 
builders  and  insurance  companies  may  offer  home  warranty  insurance.  Partici- 
pating builders  pay  an  initial  warranty  insurance  premium  (usually  for  the  first 
two  years)  on  all  of  their  homes,  plus  a  service  fee  for  each  year  that  the  warranty 
remains  in  effect.  These  costs  are  incorporated  into  the  sale  price  of  each  home. 
The  builder  is  responsible  for  repairs  during  the  first  year  or  two,  and  the  insur- 
ance company  is  responsible  for  the  remaining  term  (usually  eight  more  years). 
Usually  the  homeowner  must  pay  the  first  $35-$200  of  any  repair.  Like  service 
contracts,  these  home  warranties  are  only  as  good  as  the  financial  condition  of 
the  builder  and  insurance  company.  As  little  as  30  cents  of  the  average  premium 
dollar  actually  goes  toward  paying  for  repairs.  A  little-known  benefit  of  having  a 
mortgage  loan  insured  by  the  FHA  or  guaranteed  by  the  VA  is  that  newly  built 
homes  have  a  one-year  warranty  against  the  builder  failing  to  meet  specifica- 
tions. Furthermore,  defects  that  seriously  affect  livability  can  be  repaired  at  gov- 
ernment expense  during  the  first  four  years  of  ownership. 
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Special  Considerations  in  Home  Buying 


■I    List  and  describe  the 
steps  in  the  home-buying 
process. 


A  real  estate  broker  (agent)  is  a  person  licensed  by  a  state  to  provide  advice  and 
assistance,  for  a  fee,  to  buyers  or  sellers  of  real  estate.  Real  estate  brokers  who 
are  members  of  the  National  Association  of  Realtors®  often  use  the  registered 
trademark  of  Realtor®  to  describe  themselves.  If  you  are  unfamiliar  with  hous- 
ing in  an  area  or  if  you  need  special  financing  arrangements  to  pay  for  your 
housing,  the  services  of  a  Realtor  could  prove  invaluable.  In  addition,  real  estate 
brokers  and  agents  often  represent  good  sources  of  information  about  rental 
housing. 

Brokers  typically  earn  a  commission  of  5  to  7  percent  on  the  sale  price  of  a 
home.  Recently  flat-fee  brokers,  who  charge  a  flat  fee  for  their  services  rather 
than  a  percentage  commission,  have  emerged  in  the  real  estate  market.  The 
seller — not  the  buyer — typically  pays  the  commission  or  fee. 

Almost  any  agent  can  show  you  housing  that  is  listed  (under  contract  with 
the  seller  and  the  broker)  by  the  realty  firm.  In  addition,  many  communities 
have  a  multiple-listing  service,  which  is  an  information  and  referral  network 
among  real  estate  brokers  allowing  properties  listed  with  a  particular  broker  to 
be  shown  by  all  other  brokers.*  (This  service  also  may  be  called  an  open  listing.) 
The  broker's  legal  obligation  is  to  the  party  that  will  pay  his  or  her  fee  or  com- 
mission (generally  the  seller).  Buyers  should  be  aware  of  this  potential  conflict 
of  interest,  and  hire  their  own  broker  if  they  need  such  services. 

The  steps  in  home  buying  closely  resemble  the  planned  buying  steps  out- 
lined in  Chapter  8.  The  actual  search  may  take  several  months.  Special  empha- 
sis should  be  paid  to  finding  a  home  that  represents  a  good  value  and  that  has 
solid  market  potential  for  many  years  to  come.  Special  attention  will  also  need 
to  be  paid  to  five  steps:  (1)  shopping  for  a  mortgage;  (2)  fitting  the  cost  of  buy- 
ing into  your  budget;  (3)  negotiating;  (4)  shopping  for  a  mortgage  loan;  and  (5) 
signing  your  name  on  closing  day. 


Shopping  for  a  Mortgage 

At  the  same  time  you  are  shopping  for  the  home  itself,  you  should  be  talking 
with  lenders  to  get  a  good  idea  of  the  mortgage  terms  available  in  your  commu- 
nity. At  this  stage,  a  goal  of  shopping  for  a  mortgage  is  to  determine  if  you  qual- 
ify for  credit  in  the  price  range  of  homes  that  you  desire  given  your  intended 
down  payment  (see  the  box  on  page  240).  A  second  goal  is  to  find  the  lowest  APR 
for  loans  available  to  you.t  Although  real  estate  agents  often  recommend 
lenders,  they  may  be  receiving  a  referral  fee  for  steering  potential  buyers  to  a  spe- 
cific lender.  Mortgage  brokers  arrange  about  one-half  of  all  mortgage  loans 
today.  The  fee  charged  by  the  broker  may  be  paid  by  the  lender  or,  if  paid  by  the 
borrower,  is  offset  generally  by  lower  closing  costs  assessed  by  the  lender. 


Multiple-listing  information  for  communities  is  increasingly  being  posted  to  the  Internet,  com- 
plete with  photographs  of  the  homes.  You  can  access  these  postings  at  www.realtor.com. 
At  least  two  services  providing  information  on  sources  of  low  APR  loans  are  available:  HSH  Asso- 
ciates [(800)  873-2837,  www.hsh.com]  and  Mortgage  Market  Information  Services  ((800)  509- 
4636,  www.interest.com]. 
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The  Best  Way  to  Designate  Home  Ownership 


When  buying  a  home,  it  is  important  to  consider 
the  names  that  should  go  on  the  title.  Couples  buy- 
ing a  home  should  generally  put  the  ownership  in 
both  names,  in  an  arrangement  known  as  joint 
tenancy  with  right  of  survivorship.  This  form  of 
ownership  means  that  if  one  of  the  parties  should 
die,  the  other  would  have  clear  title  to  the  entire 
property.  Otherwise,  the  home  could  be  tied  up  in 
probate.  Joint  ownership  is  also  important  in  case 
of  divorce  because  the  home  can  automatically 


become  part  of  the  marital  property  subject  to 
court  action  to  arrive  at  a  fair  property  settlement. 
An  exception  occurs  in  cases  where  one  or  both 
spouses  bring  prior  ownership  of  housing  into  a 
marriage.  Premarital  assets  are  considered  separable 
property  in  the  event  of  a  divorce.  When  a  home  is 
a  premarital  asset,  it  is  wise  to  seek  legal  advice.  It 
may  be  appropriate  to  use  a  prenuptial  agreement 
to  clearly  establish  inheritance  interests  in  the 
event  of  the  death  of  the  owner  or  a  divorce. 


Fitting  the  Home  to  Your  Budget 

The  wise  financial  manager  adds  a  few  more  budget  items  when  considering 
buying  a  home.  For  starters,  some  estimate  ought  to  be  made  for  maintenance, 
which  could  range  from  $15  to  $20  monthly  for  a  small  owned  apartment  to 
$100  or  more  for  a  single-family  dwelling.  Buyers  of  new  homes  pay  on  average 
more  than  $7000  and  buyers  of  existing  homes  more  than  $2500  on  such  things 
as  furnishings  and  yard  improvements  in  the  first  year.  It  may  be  helpful  to  esti- 
mate the  costs  of  utilities  as  well.  The  previous  owner  may  agree  to  show  you 
utility  receipts  for  the  past  year  or  two  with  which  to  develop  your  estimates. 


Negotiating 

It  is  essential  that  you  be  prepared  to  negotiate  the  terms  of  a  home  purchase. 
Sellers  generally  put  a  price  on  the  property  that  is  5  to  10  percent  higher  than 
what  they  expect  to  receive.  Therefore,  you  probably  should  make  an  offer  to 
buy  that  is  somewhat  lower  than  the  asking  price.  Perhaps  $10,000  to  $20,000  is 
at  stake  here. 


Make  an  Offer  to  Buy  Once  you  have  selected  the  home  you  wish  to  purchase, 
you  will  make  an  offer  to  the  seller.  The  written  offer  to  purchase  real  estate  is 
called  a  purchase  offer,  or  an  offer  to  purchase.  Of  course,  you  will  specify  a 
price,  but  other  aspects  of  the  sale  may  be  included  in  your  offer  as  well.  Exam- 
ples of  conditions  you  might  want  to  list  include:  seller-paid  termite  and  radon 
inspections;  certification  of  the  plumbing,  heating,  cooling,  and  electrical  sys- 
tems; inclusion  of  the  living  room  drapes  and  kitchen  appliances;  and,  most 
importantly,  financing  terms  approved  by  your  lender. 

When  you  make  an  offer,  you  need  to  give  the  seller  some  earnest  money  as 
a  deposit  to  ensure  that  the  seller  will  not  sell  the  house  to  someone  else  while 
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you  are  negotiating.  Make  sure  that  your  earnest  money  is  protected  by  a  con- 
tingency clause  in  the  purchase  offer  that  stipulates  that  the  seller  refund  the 
earnest  money  if  you  cannot  obtain  satisfactory  financing  within  a  specified 
time  period,  usually  30  days.  This  clause  protects  you  if  lending  conditions  sud- 
denly become  unfavorable  or  if  you  are  turned  down  for  a  loan.  Earnest  money 
is  usually  kept  in  an  escrow  account.  Of  course,  if  you  simply  change  your  mind 
about  buying,  you  may  forfeit  your  earnest  money. 

Respond  to  a  Counteroffer  Most  people  who  sell  their  homes  do  not  accept  the 
first  offer.  They  assume  that  if  a  buyer  is  willing  to  make  a  formal  offer,  then  he 
or  she  may  be  willing  to  pay  a  few  thousand  dollars  more.  The  seller  might  make 
you  an  official  counteroffer,  which  is  a  legal  offer  to  sell  (or  buy)  a  home  at  a 
different  price  and  perhaps  with  conditions  different  from  those  of  the  original 
offer.  If  a  seller  is  willing  to  make  a  counteroffer,  then  he  or  she  may  also  be  will- 
ing to  sell  at  a  slightly  lower  price.  Thus,  if  you  then  make  a  counteroffer  falling 
between  the  two  prices,  a  sale  will  usually  result.  On  the  other  hand,  if  you  push 
the  seller  too  far,  you  risk  having  the  seller  back  out  of  the  negotiations  alto- 
gether. Remember  that  while  such  dickering  is  going  on,  the  seller  could  be 
receiving  offers  from  other  prospective  buyers.  In  any  event,  the  seller  may  want 
you  to  believe  that  other  offers  are  forthcoming. 

Sign  a  Purchase  Contract  A  purchase  contract  or  sales  contract  is  the  formal 
legal  document  that  outlines  the  actual  agreement  that  results  from  the  real 
estate  negotiations.  It  includes  the  agreed-on  price  and  a  list  of  conditions  that 
the  seller  has  agreed  to  accept.  It  is  wise  to  use  preprinted  forms  available  from 
real  estate  professionals  and  attorneys  because  they  often  include  protective 
clauses  (e.g.,  another  contingency  clause).  When  the  purchase  contract  is  signed, 
a  seller  may  request  additional  earnest  money  because  he  or  she  has  agreed  to 
take  the  home  off  the  market  and  sell  to  you.  All  earnest  money  will  be  applied 
to  the  down  payment  on  the  home  at  closing. 


Applying  for  a  Mortgage  Loan 

Only  after  you  sign  a  purchase  contract  will  you  formally  apply  for  a  mortgage 
loan  on  the  specific  home  you  have  selected.  At  that  point  you  must  be  given  a 
good-faith  estimate  of  all  of  the  points,  fees,  and  charges  that  will  be  required 
when  the  deal  is  finally  closed.  The  financial  institution  usually  approves  or  dis- 
approves the  loan  within  a  few  days.  Your  exact  interest  rate  may  be  the  current 
rate  at  the  time  of  application  or  the  rate  at  the  time  of  closing. 

If  you  expect  rates  to  rise  between  the  time  you  apply  for  the  loan  and  the 
actual  closing,  you  may  wish  to  obtain  a  mortgage  lock-in.  This  agreement 
includes  a  lender's  promise  to  hold  a  certain  interest  rate  (and  possibly  the  num- 
ber of  points)  for  a  specified  period  of  time.  It  may  be  part  of,  but  is  not  the  same 
as,  a  loan  commitment,  which  is  a  lender's  promise  to  grant  a  loan. 

The  same  legal  protections  against  unfair  discrimination  that  apply  to  credit 
in  general  (see  Chapter  6)  also  apply  to  mortgage  lending.  The  Federal  Commu- 
nity Reinvestment  Act  dictates  that  most  lenders  meet  guidelines  requiring  that 
a  portion  of  the  loans  granted  serve  the  local  community.  As  with  other  types  of 
credit,  lenders  increasingly  use  credit  scoring  to  decide  among  applicants.  Dif- 
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ferent  scoring  programs  are  used,  however,  because  the  characteristics  of  persons 
who  tend  to  default  on  mortgages  are  somewhat  different  than  for  other  types 
of  loans.  It  is  a  good  idea  to  obtain  copies  of  your  credit  report  from  the  major 
credit  reporting  agencies  at  the  start  so  you  can  clear  up  any  errors  before  the 
loan  application  process  begins.  Some  lenders  offer  so-called  performance  loans 
to  borrowers  with  less-than-optimal  credit  records.  Under  this  arrangement,  the 
mortgage  loan  is  granted  at  a  slightly  higher  interest  rate  that  will  be  lowered  if 
the  borrower  shows  good  repayment  behavior  after  two  years. 


Signing  Your  Name  on  Closing  Day 

The  buyer  and  seller  and  their  representatives  generally  meet  in  the  lender's 
office  on  closing  day  and  sign  all  required  documents.  A  key  item  is  the  uniform 
settlement  statement,  which  lists  all  of  the  fees  to  be  paid  at  the  closing.  You 
have  the  right  to  see  this  statement  one  business  day  before  the  closing  so  that 
you  can  avoid  surprises  and  can  compare  the  fees  with  the  good-faith  estimate 
provided  earlier.  Challenge  all  discrepancies.  The  buyer  must  be  prepared  to 
write  several  checks,  including  one  for  the  purchase  price  itself.  The  middle  col- 
umn of  Table  9.7  lists  all  of  the  items  that  are  addressed  during  the  closing.  Clos- 
ing costs  (plus  the  $15,000  down  payment)  in  the  illustration  amounted  to 
$19,595. 


0 


Identify  some  important 
concerns  in  the  process  of 
selling  a  home. 


Selling  a  Home:  A  Lesson  in  Role  Reversal 

Although  most  of  this  chapter  deals  with  buying  a  home,  important  considera- 
tions also  arise  when  selling  a  home.  Generally  it  helps  to  do  some  minor  paint- 
ing, cleaning,  and  repairing  before  listing  your  home  for  sale.  It  is  important  to 
understand  that  sellers  must  disclose  known  defects  in  their  home  to  their  real 
estate  agent  and  to  potential  buyers.  In  the  following  discussion,  we  will  exam- 
ine the  pros  and  cons  of  listing  your  home  with  a  broker,  note  some  of  the  costs 
of  selling,  highlight  some  dangers  of  seller  financing,  and  consider  when  it  is 
smart  to  refinance  a  mortgage. 


Should  You  List  with  a  Broker  or  Sell  a  Home  Yourself? 

Knowing  that  the  sales  commission  to  a  broker  on  a  $100,000  home  could  eas- 
ily be  $6000  provides  motivation  for  some  homeowners  to  consider  selling  the 
home  themselves.  The  key  is  to  know  what  price  to  ask  for  your  home.  Asking 
too  little  could  cost  you  much  more  than  the  commission  paid  to  a  broker. 

Many  homeowners  begin  by  contacting  a  few  brokers  to  get  their  opinions 
on  how  much  the  home  is  worth.  Brokers  are  often  quite  willing  to  give  their 
opinions,  because  the  homeowner  might  list  the  home  with  them  if  it  does  not 
sell  quickly.  A  for-sale  sign  on  your  lawn  and  about  $200  in  advertising  should 
keep  your  telephone  ringing  for  a  month  or  so  with  all  types  of  inquiries.  If  your 
home  does  not  sell  by  then,  you  might  consider  listing  it  with  a  broker. 

Brokers  require  that  homeowners  sign  a  listing  agreement  permitting  them 
to  list  the  property  exclusively  or  with  a  multiple-listing  service.  A  multiple- 
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listing  service  may  work  best  because  it  allows  every  broker  in  the  community  to 
show  and  sell  the  home.  Brokers  are  invaluable  in  qualifying  prospective  buy- 
ers— keeping  people  away  who  want  to  visit  homes  they  simply  cannot  afford 
and  distinguishing  between  serious  buyers  and  people  who  are  just  looking.  If 
your  broker  cannot  find  a  buyer  within  60  days,  you  should  consider  signing  an 
agreement  with  another  broker  who  might  be  more  aggressive  in  advertising  and 
selling  your  property.  If  a  sale  occurs  (or  begins)  during  the  time  period  of  the 
listing  agreement,  you  must  pay  a  commission  to  the  broker  for  any  sale  to  a 
buyer  not  listed  as  an  exception  in  the  listing  agreement. 


Selling  Carries  Its  Own  Costs 

The  largest  selling  cost  is  the  broker's  commission.  Sellers  typically  are  unaware 
that  many  brokers  will  negotiate  their  commission.  Most  sellers  also  pay  for  a 
title  search,  and  some  may  pay  for  a  professional  appraisal  as  well. 

Many  home  sellers  have  an  existing  loan  that  carries  an  interest  rate  below 
current  market  rates.  A  low  rate  could  make  it  much  easier  to  sell  a  home 
through  loan  assumption  rather  than  making  the  buyer  obtain  his  or  her  own 
mortgage,  but  only  if  the  original  mortgage  loan  agreement  does  not  include  a 
due-on-sale  clause.  Such  a  clause  requires  that  the  mortgage  loan  be  paid  off  if 
the  home  is  sold.  It  can  impose  a  burden  on  the  seller  because  it  prohibits  a 
buyer  from  assuming  the  mortgage  loan.  Avoid  this  clause,  if  possible,  when 
buying  because  it  eliminates  one  selling  option.  If  you  are  unclear  about  your 
present  mortgage  loan  clause,  ask  your  lender  for  clarification. 


Did  You 


KNOW 


The  Different  Types  of  Real  Estate  Agents 


Most  home  buyers  use  a  real  estate  agent  in  their 
search  for  a  home.  Buyers  should  understand  that  a 
real  estate  agent  can  play  three  possible  roles. 

The  listing  agent  is  the  party  with  whom  the 
seller  signs  the  listing  agreement.  The  listing  agent 
advertises  the  property,  shows  it  to  prospective  buy- 
ers, and  assists  the  seller  in  negotiations.  He  or  she 
receives  a  commission  when  the  home  is  sold  and 
owes  the  seller  undivided  loyalty. 

A  selling  agent  is  any  real  estate  agent  that 
seeks  out  buyers  for  a  home.  Obviously,  listing 
agents  play  this  role,  but  any  real  estate  agent  can 
search  for  buyers  for  a  property.  Buyers  who 
approach  a  real  estate  agent  to  help  them  look  for  a 
house  need  to  understand  that  they  are  working 
with  a  selling  agent,  because  selling  agents  share  in 


the  commission  paid  to  the  listing  agent.  Because 
the  home  seller  pays  this  commission,  the  selling 
agent  owes  the  seller  undivided  loyalty. 

Home  buyers  who  seek  those  same  obligations 
from  their  agent  require  the  services  of  a  buyer's 
agent  (or  broker)  who  serves  as  the  buyer's  repre- 
sentative in  the  real  estate  negotiations  and  transac- 
tion. 

Why  is  this  distinction  important?  Consider  the 
example  of  a  buyer  who  has  asked  a  selling  agent  to 
help  him  find  a  house.  During  negotiations,  the 
potential  buyer  decides  to  offer  $175,000  for  a 
house  with  an  asking  price  of  $189,000  but  tells  the 
selling  agent  that  he  would  be  willing  to  go  as  high 
as  $180,000.  The  selling  agent  would  be  legally 
obligated  to  tell  the  seller  of  this  $180,000  figure. 
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A  prepayment  fee  may  be  required  for  some  mortgages.  This  fee  is  designed 
to  discourage  people  from  refinancing  a  mortgage  every  time  that  interest  rates 
drop.  Most  mortgage  loans  are  paid  off  before  maturity  because  people  move  and 
must  sell  their  homes.  Some  mortgage  loan  contracts  include  a  clause  that  spec- 
ifies a  prepayment  fee  or  penalty,  which  can  range  1  to  3  percent  of  the  original 
mortgage  loan.  On  an  $80,000  mortgage  loan,  for  example,  the  charge  might 
vary  from  $800  to  $2400. 

Many  local  communities  assess  real  estate  transfer  taxes.  These  special 
taxes  are  assessed  on  the  seller  and  possibly  the  buyer  based  on  the  purchase 
price  of  the  home  or  the  equity  the  seller  has  in  the  home.  Tax  rates  can  be  as 


DECISION- 
MAKING 

Worksheet 


When  Is  It  Smart  to  Refinance  a  Mortgage? 


The  following  example  illustrates  how  to  determine 
whether  mortgage  refinancing  is  wise.  The  original 
mortgage  for  $89,000  was  obtained  ten  years  ago  at 
an  1 1  percent  interest  rate  for  30  years.  The 
monthly  payment  is  $847.57.  After  ten  years  the 
principal  owed  has  declined  to  $82,113.67.  If  inter- 
est rates  for  new  mortgages  are  now  9  percent,  the 
owner  could  take  out  a  new  mortgage  at  the  lower 
rate.  Bonowing  $82,113.67  for  20  years  at  9  percent 
saves  approximately  $109  per  month  ($847.57  - 
$738.80).  Note,  however,  that  refinancing  brings  up- 
front costs,  including  a  possible  prepayment  penalty 
on  the  old  mortgage  and  closing  costs  for  the  new 
mortgage.  The  question  then  becomes  whether 


these  costs  would  be  more  than  offset  by  the 
monthly  savings. 

The  following  worksheet  provides  a  means  for 
estimating  whether  refinancing  offers  an  advantage. 
The  worksheet  compares  the  future  value  of  the 
reduced  monthly  payments  (line  5)  with  the  future 
value  of  the  money  used  to  pay  the  up-front  costs  of 
refinancing  (line  8).  The  homeowner  would  need  to 
estimate  the  number  of  months  he  or  she  expects  to 
own  the  home  after  refinancing.  Given  an  estimate 
of  four  years  in  this  example,  net  savings  would  be 
$743  (subtracting  line  8  from  line  5),  and  it  would 
appear  that  refinancing  would  benefit  the 
owner. 


Decision  Factor 


1 .  Current  monthly  payment 

2.  New  monthly  payment 

3.  Annual  saving  (#1  -  #2  x  12) 

4.  Additional  years  you  expect  to  live  in  the  house 

5.  Future  value  of  an  account  balance  after  4  years  if  the  annual  savings 
were  invested  at  3%  after  taxes  (using  Appendix  A.3) 

6.  Prepayment  penalty  on  current  loan  (if  any) 

7.  Closing  costs  for  new  loan 

8.  Future  value  of  an  account  balance  after  4  years  if  the  prepayment 
penalty  and  closing  costs  ($4200)  had  been  invested  instead  at  3% 
after  taxes  (using  Appendix  A.l ) 

9.  Net  saving  after  49  months  (#5  -  #8) 


Example  Amounts         Your  Figures 


$  848 

739 

1308 

4 


5472 
1000 
3200 


4729 
743 
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high  as  4  percent.  When  paid  by  the  seller,  they  may  affect  the  price  that  the 
seller  is  willing  to  accept  for  the  home. 


Be  Wary  of  Seller  Financing 

Some  sellers  who  have  had  trouble  marketing  their  homes  have  successfully 
resorted  to  many  variations  of  seller  financing,  although  difficulties  can  arise 
with  these  options.  Suppose  you  have  a  home  worth  $100,000  with  a  mortgage 
loan  balance  of  $45,000  and  equity  of  $55,000.  The  buyer  assumes  the  existing 
mortgage  loan,  puts  up  $20,000  in  cash,  and  takes  out  a  second  mortgage  from 
you  of  $35,000  for  five  years.  At  closing,  the  broker  receives  a  commission  of 
$6000,  and  you  come  away  with  only  $14,000  cash — a  small  sum  to  use  in  mak- 
ing a  down  payment  on  another  home.  Also,  seller  financing  carries  a  risk  that 
the  buyer  may  not  be  able  to  make  the  second  mortgage  payments  to  you  and 
could  potentially  default  on  the  loan. 


Summary 

1.  Renters  must  consider  the  costs  of  rent,  a 
security  deposit,  and  related  items.  Home 
buyers  can  choose  among  single-family 
dwellings,  condominiums,  cooperative  hous- 
ing, manufactured  housing,  and  mobile 
homes.  Renters  generally  pay  out  less  money 
in  terms  of  cash  flow  in  the  short  run,  while 
owners  have  tax  advantages  and  generally 
see  an  increase  in  the  market  value  of  their 
homes,  making  them  better  off  financially  in 
the  long  term. 

2.  The  decision  to  spend  a  certain  amount  of 
money  on  housing  should  be  based  on  care- 
ful budget  analysis  and  an  understanding  of 
the  rules  of  thumb  used  to  determine  the 
amount  one  can  afford  to  spend  on  purchas- 
ing housing. 

3.  Mortgage  loans  for  homes  are  amortized. 
Amortization  is  the  process  of  gradually  pay- 
ing off  a  mortgage  through  a  series  of  peri- 
odic payments  to  a  lender,  with  a  portion  of 
each  payment  going  to  pay  off  the  principal 
and  another  portion  to  pay  interest  owed. 
Conventional  mortgages  and  adjustable-rate 
mortgages  are  the  most  common  types  of 
housing  loans.  Numerous  alternative  types  of 
mortgages  are  available  that  have  reduced 
the  importance  of  the  long-term,  fixed-rate 
mortgage  loan  in  addition  to  providing  ways 


to  keep  the  monthly  payment  as  low  as  pos- 
sible. 

4.  The  mathematics  of  buying  a  home  shows 
that  you  must  consider  more  than  just  the 
down  payment  and  monthly  mortgage  pay- 
ment. A  number  of  additional  costs  are 
involved  at  the  point  of  the  closing  and 
every  month,  including  taxes  and  insurance, 
title  insurance,  and  closing  costs.  The  wise 
financial  planner  tries  to  avoid  becoming 
"house  poor"  by  carefully  estimating  all 
housing  costs. 

5.  Four  steps  that  expedite  the  process  of  buy- 
ing a  home  include:  (1)  fitting  the  cost  of 
buying  into  your  budget,  (2)  negotiating,  (3) 
shopping  for  a  mortgage  loan,  and  (4)  sign- 
ing your  name  on  closing  day. 

6.  When  selling  a  home,  it  is  wise  to  consider 
the  pros  and  cons  of  listing  with  a  real  estate 
broker  versus  selling  the  home  yourself,  the 
extent  of  selling  costs,  the  dangers  of  seller 
financing,  and  the  impact  of  income  taxes. 


Key  Words  &  Concepts 
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conventional  mortgage       245 

deed       253 

earnest  money       257 

equity        241 

escrow  account       251 

Federal  Housing  Administration  (FHA)        252 

lease       232 

listing  agreement        259 

mortgage  loan        240 

PITI        250 

point        253 

private  mortgage  insurance  (PMI)       257 

real  estate  broker       256 

real  estate  property  taxes       252 

second  mortgage       248 

title        253 

title  insurance        254 


Questions  for  Thought  &  Discussion 

1.  Why  do  landlords  require  that  renters  pay  a 
security  deposit? 

2.  Explain  the  purpose  and  value  of  a  lease. 

3.  List  some  tenant  rights,  and  explain  how 
they  work  to  the  advantage  of  the  tenant. 

4.  Distinguish  among  the  types  of  owned  hous- 
ing. 

5.  List  the  purposes  of  the  homeowner's  fee 
associated  with  condominium  ownership. 

6.  Distinguish  between  manufactured  housing 
and  mobile  homes. 

7.  Define  the  term  "amortization." 

8.  Illustrate  how  housing  buyers  pay  less  than 
renters  when  taxes  and  appreciation  of  hous- 
ing values  are  considered. 

9.  Give  supporting  evidence  for  the  statement, 
"Renters  do  better  financially  on  an  annual 
cash-flow  basis  than  home  buyers." 

10.  What  are  the  two  rules  of  thumb  for  pur- 
chased housing  affordability? 

11.  Illustrate  the  two  ways  that  homeowners 
build  equity  in  their  homes. 


12.  Explain  how  the  principal  of  a  home  loan  is 
reduced  as  a  result  of  monthly  payments 
made  over  several  years.  In  your  explanation, 
describe  what  happens  to  principal  and 
interest  amounts  with  each  subsequent  pay- 
ment. 

13.  Give  one  reason  for  and  one  reason  against 
using  a  longer  maturity  period  to  extend 
payback  of  a  housing  loan. 

14.  Describe  the  conventional  mortgage. 

15.  Why  have  adjustable-rate  mortgages  become 
so  popular? 

16.  What  are  the  consequences  of  negative 
amortization? 

17.  Who  might  benefit  most  from  a  reverse- 
annuity  mortgage? 

18.  Describe  what  happens  when  a  home  is  pur- 
chased with  an  assumable  mortgage. 

19.  Distinguish  between  a  home-equity  line  of 
credit  and  a  home-equity  installment  loan. 

20.  What  are  the  benefits  and  pitfalls  of  seller 
financing? 

21.  Identify  the  components  of  PITI. 

22.  Who  is  protected  by  private  mortgage  insur- 
ance? 

23.  Explain  why  lenders  use  points  in  home 
loans.  Who  is  responsible  for  paying  points? 

24.  Distinguish  between  the  four  types  of  deeds 
used  to  transfer  the  title  to  real  property. 

25.  Explain  the  purpose  of  warranty  insurance. 

26.  What  benefit  does  a  seller  receive  from  using 
a  multiple-listing  service? 

27.  Besides  the  price,  what  other  items  might  be 
included  in  an  offer  to  purchase  real  estate? 

28.  Define  a  real  estate  purchase  contract. 

29.  What  occurs  at  a  real  estate  closing? 

30.  Give  one  reason  for  and  one  reason  against  a 
homeowner  selling  a  home  personally  rather 
than  through  a  real  estate  broker. 

31.  What  disadvantage  is  there  to  home  buyers 
who  use  a  listing  agent  or  selling  agent  to 
look  for  a  home?  How  can  they  overcome 
this  disadvantage? 
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DICISION-MAKINC  CASES 

Case  1    Grant  and  Richard  Weigh  the  Benefits 
and  Costs  of  Buying  versus  Renting 

Grant  Higginbott  and  Richard  Van  Ness  of  Bing- 
hamton,  New  York,  are  trying  to  decide  whether 
they  should  rent  or  purchase  housing.  Both  men 
are  single.  Grant  favors  buying  and  Richard  leans 
toward  renting,  and  both  seem  able  to  justify  their 
particular  choice.  Grant  thinks  that  the  tax  advan- 
tage is  a  very  good  reason  for  buying.  Richard, 
however,  believes  that  cash  flow  is  so  much  better 
when  renting.  See  if  you  can  help  them  make  their 
decision. 

(a)  Does  the  home  buyer  enjoy  a  tax  advantage? 
Explain. 

(b)  Discuss  Richard's  belief  that  cash  flow  is  bet- 
ter with  renting. 

(c)  Suggest  some  reasons  why  Grant  might  con- 
sider renting  rather  than  purchasing  hous- 
ing. 

(d)  Suggest  some  reasons  why  Richard  might 
consider  buying  rather  than  renting  housing. 

(e)  Is  there  a  clear-cut  basis  for  deciding  either 
to  rent  or  to  buy  housing?  Why  or  why  not? 

Case  2    Patricia  Chooses  among  Alternative 
Mortgage  Options 

Patricia  Rafferty  of  Boston,  Massachusetts,  has 
examined  several  options  for  new  home  financ- 
ing. She  has  been  favoring  alternative  mortgage 
plans  because  of  the  current  high  mortgage  rates. 
Patricia  hopes  that  the  market  rate  will  drop  in  a 
couple  of  years. 

(a)  What  broad  concerns  are  present  with  alter- 
native mortgages? 

(b)  What  financing  option  would  you  suggest 
for  Patricia,  assuming  she  is  able  to  use  any 
type  of  mortgage  available?  Why? 

Case  3    Jeremy  Decides  to  Sell  His  Home 
Himself 

Jeremy  Jorgensen  of  Salt  Lake  City,  Utah,  is  con- 
cerned about  the  costs  involved  in  selling  his 


home,  so  he  has  decided  to  sell  his  house  himself 
rather  than  pay  a  broker  to  do  it. 

(a)  What  challenges  will  Jeremy  encounter,  if 
any,  when  selling  his  own  home? 

(b)  How  would  you  advise  Jeremy  if  he  asked 
you  whether  he  should  sell  the  house  him- 
self or  list  with  a  broker?  Explain  your 
answer. 

(c)  Would  Jeremy  really  save  money  by  selling 
his  home  himself  if  he  considers  his  time  as 
part  of  his  costs?  Why  or  why  not? 

(d)  Can  you  suggest  any  ways  that  Jeremy  could 
reduce  the  selling  costs  without  doing  the 
selling  himself?  Explain. 


Financial  Math  Question 


1.   Walt  and  Mary  Jensen  of  Atlanta,  Georgia, 
both  of  whom  are  in  their  late  twenties, 
currently  are  renting  an  unfurnished  two- 
bedroom  apartment  for  $500  per  month, 
with  an  additional  $80  for  utilities  and  $10 
for  insurance.  They  have  found  a  condo- 
minium they  can  buy  for  $100,000  with  a  20 
percent  down  payment  and  a  30-year,  7  per- 
cent mortgage.  Principal  and  interest  pay- 
ments are  estimated  at  $532  per  month  with 
property  taxes  of  $800  per  year  and  a  home- 
owner's insurance  premium  of  $250  per  year. 
Closing  costs  are  estimated  at  $2400.  The 
monthly  homeowner's  association  fee  is  $75, 
and  utility  costs  are  estimated  at  $100  per 
month.  The  Jensens  have  a  combined 
income  of  $35,000  per  year,  with  take-home 
pay  of  $2100  per  month.  They  are  in  the  28 
percent  tax  bracket,  pay  $225  per  month  on 
an  installment  contract  (ten  payments  left), 
and  have  $39,000  in  savings  and  invest- 
ments. 

(a)  Can  the  Jensens  afford  to  buy  the  condo? 
Use  the  results  from  the  Gannan/Forgiie 
Web  site  or  the  information  on  page  240 
to  support  your  answer.  Also,  consider 
the  effect  of  the  purchase  on  their  sav- 
ings and  monthly  budget. 


CHAPTER  9    The  Housing  Expenditure 


265 


(b)  Walt  and  Mary  think  that  their  monthly 
housing  costs  would  be  lower  the  first 
year  if  they  bought  the  condo.  Do  you 
agree?  Support  your  answer. 

(c)  If  they  buy,  how  much  will  Walt  and 
Mary  have  left  in  savings  to  pay  for  mov- 
ing expenses? 

(d)  Available  financial  information  suggests 
that  the  mortgage  rates  might  drop  over 
the  next  few  weeks.  If  the  Jensens  wait 
until  the  rates  drop  to  6.0  percent,  how 
much  will  they  save  on  their  monthly 
mortgage  payment?  Use  the  information 
in  Table  9.4  or  the  Garman/Forgue  Web 
site  to  calculate  the  payment. 

2.  Steve  and  Marcie  Moore  of  Holyoke,  Massa- 
chusetts, have  an  annual  income  of  $60,000. 

(a)  Using  a  28  percent  front-end  ratio,  what 
is  the  total  annual  and  monthly  expendi- 
tures for  which  they  would  qualify? 

(b)  Using  a  41  percent  back-end  ratio,  what 
is  the  monthly  mortgage  payment  they 
could  afford  given  that  they  have  an 
automobile  loan  payment  of  $269,  a  stu- 
dent loan  payment  of  $150,  and  credit 
card  payments  of  $100?  (Hint:  Subtract 
these  amounts  from  the  total  monthly 
affordable  payments  for  their  income  to 
determine  the  amount  left  over  to  spend 
on  a  mortgage.) 

(c)  If  mortage  interest  rates  are  around  8  per- 
cent and  the  Moores  want  a  30-year 
mortage,  use  Table  9.4  on  page  243  to 
estimate  how  much  they  could  borrow 
given  your  answer  to  (b). 

3.  Phillip  Guadet  of  Monroe,  Louisiana,  has 
been  renting  a  two-bedroom  house  for  sev- 
eral years.  He  pays  $650  per  month  in  rent 
for  the  home  and  pays  $200  per  year  in 
property  and  liability  insurance.  The  owner 
of  the  house  wants  to  sell  it,  and  Phillip  is 
considering  making  an  offer.  The  owner 
wants  $78,000  but  Phillip  thinks  he  could 
get  the  house  for  $75,000  and  could  use  his 
$15,000  in  6  percent  certificates  of  deposit 
that  are  ready  to  mature  for  the  down  pay- 
ment. Phillip  has  talked  to  his  banker  and 


could  get  a  7.5  percent  mortgage  loan  for  25 
years  to  finance  the  remainder  of  the  pur- 
chase price.  The  banker  advised  Phillip  that 
he  would  reduce  his  debt  by  $850  during  the 
first  year  of  the  loan.  Property  taxes  on  the 
house  are  $1400  per  year.  Phillip  estimates 
that  he  would  need  to  upgrade  his  property 
and  liability  insurance  to  $390  per  year  and 
would  incur  about  $1000  in  costs  the  first 
year  for  maintenance.  Property  values  are 
increasing  at  about  1.5  percent  per  year  in 
the  neighborhood.  Phillip  is  in  the  28  per- 
cent marginal  tax  bracket. 

(a)  Use  Table  9.4  to  calculate  the  monthly 
mortgage  payment  for  the  mortgage  loan 
that  Phillip  would  need. 

(b)  How  much  interest  would  Phillip  pay 
during  the  first  year  of  the  loan? 

(c)  Use  the  Decision-Making  Worksheet 
"Should  You  Buy  or  Rent?"  on  page  236 
to  determine  whether  Phillip  would  be 
better  off  buying  or  renting  based  on 
cash  flow. 

(d)  Use  the  Decision-Making  Worksheet 
"Should  You  Buy  or  Rent?"  on  page  236 
to  determine  whether  Phillip  would  be 
better  off  buying  or  renting  after  consid- 
ering the  effect  of  taxes  and  appreciation. 

4.   Kevin  Raymond  of  Rochester  Hills,  Michi- 
gan, has  owned  his  home  for  15  years  and 
expects  to  live  in  it  for  five  more  years.  He 
originally  borrowed  $105,000  at  10  percent 
interest  for  30  years  to  buy  the  home.  He 
still  owes  $85,750  on  the  loan.  Interest  rates 
have  fallen  to  7.5  percent,  and  Kevin  is  con- 
sidering refinancing  the  loan  for  15  years.  He 
would  have  to  pay  2  points  in  closing  costs 
on  the  new  loan  with  no  prepayment 
penalty  on  the  current  loan. 

(a)  What  is  Kevin's  current  monthly  pay- 
ment? 

(b)  Calculate  the  monthly  payment  on  the 
new  loan. 

(c)  Advise  Kevin  on  whether  he  should  refi- 
nance his  mortgage  using  the  Decision- 
Making  Worksheet  "When  Is  It  Smart  to 
Refinance  a  Mortgage?"  on  page  261. 


266 


PART   2     Money  Management 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez  Learn 
about  Real  Estate  Agents 

Victor  and  Maria  have  been  thinking  about  selling 
their  home  and  buying  a  house  with  more  yard 
space  so  that  they  can  indulge  their  interest  in  gar- 
dening. Before  they  make  such  a  decision,  they 
want  to  explore  the  market  to  see  what  might  be 
available  and  in  what  price  ranges.  They  will  then 
list  their  house  with  a  real  estate  agent  and  begin 
searching  in  earnest  for  a  new  home. 

1.  What  services  could  a  real  estate  agent  pro- 
vide for  the  couple,  and  what  types  of  agents 
would  represent  them  as  they  sell  their  cur- 
rent home? 

2.  A  friend  has  advised  them  that  they  really 
need  a  buyer's  agent  for  the  purchase  of  the 
new  home.  Explain  to  the  Hernandezes  the 
difference  between  buyer's  and  seller's 
agents. 


The  Johnsons  Decide  to  Buy  a  Condominium 

Belinda  Johnson's  parents  and  maternal  grand- 
mother have  combined  their  finances  and  pre- 
sented Harry  and  Belinda  with  $15,000  with 
which  to  purchase  a  condominium.  The  Johnsons 
have  shopped  and  found  two  that  they  like  very 
much.  The  financial  alternatives  are  presented 
below,  and  data  for  condo  1  are  summarized  in 
the  accompanying  table  on  page  267. 

1.  Study  the  financial  information  for  condo  1 
in  the  table  and  create  a  similar  table  for 
condo  2  using  the  financial  information 
given. 

2.  Which  plan  has  the  lowest  total  closing 
costs?  The  highest? 

3.  If  the  Johnsons  had  enough  spare  cash  to 
make  the  20  percent  down  payment  (which 
they  do  not),  would  you  recommend  lender 
C  or  D?  Why? 

4.  Assuming  that  the  Johnsons  will  need  about 
$2500  for  moving-in  costs  (in  addition  to 


closing  costs)  and  they  must  choose  between 
developers  A  and  B,  which  would  you  recom- 
mend? Why? 

5.  Choose  the  best  option  for  the  Johnsons, 
and  explain  briefly  why  you  recommend 
that  developer  or  lender. 

6.  Assume  that  after  five  years  the  interest  for 
the  Johnsons'  ARM  has  jumped  to  the  maxi- 
mum of  13  percent  with  a  remaining  balance 
of  $74,500  for  25  years.  Use  the  information 
in  Table  9.4  or  on  the  Garman/Forgue  Web 
site  to  calculate  their  monthly  payment. 
What  would  the  payment  be  if  the  rate 
dropped  to  7  percent? 


Financing  Details  on  Two  Condominiums 
Available  to  the  Johnsons 

Condo  1:  Price,  $85,000  Developer  A  will  fi- 
nance with  a  10  percent  down  payment  and  a  30- 
year,  8  percent  ARM  loan  with  2  points  as  a  loan 
origination  fee.  The  initial  monthly  payment  for 
principal  and  interest  is  $561.33  ($76,500  after  the 
down  payment;  76.5  x  $7.3376).  After  one  year, 
the  rate  rises  to  9  percent,  with  a  principal  plus 
interest  payment  of  $614.59.*  At  that  point,  the 
rate  can  go  up  or  down  as  much  as  2  percent  per 
year,  depending  on  the  cost  of  an  index  of  mort- 
gage funds.  There  is  a  cap  of  5  percent  over  the  life 
of  the  loan.  Taxes  are  estimated  to  be  about  $600, 
and  the  homeowner's  insurance  premium  should 
be  about  $240  annually.  A  mortgage  insurance 
premium  of  $48  per  month  must  be  paid 
monthly. 

Condo  2:  Price,  $81,000  Developer  B  will  finance 
with  a  5  percent  down  payment  and  a  conven- 
tional 30-year,  9  percent  loan  with  3  points  as  a 
loan  origination  fee.  The  monthly  payment  for 
principal  and  interest  is  $619.18.  Taxes  are  esti- 
mated at  about  $552,  and  the  homeowner's  insur- 
ance premium  should  be  about  $240  annually.  A 


Note  that  the  loan  balance  would  be  $78,861  at  the  end 
of  the  first  year.  Thus,  the  payment  would  be  slightly  less 
than  that  required  to  pay  $76,500  at  9  percent  over  29 
years  or  even  30  years. 
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Condo  1:  Price,  $85,000;  Taxes,  $600;  Insurance,  $240 


Developer  A 

Lender  C 

Lender  D 

Lender  E 

Loan  Term  and  Type 

JO-year  ARM 

30-year  CON 

15-year  CON 

20-year  REN* 

Interest  Rate 

8% 

10% 

9% 

7.5% 

Down  Payment 

$  8,500 

$17,000 

$17,000 

$  8,500 

Loan  Amount 

$76,500 

$68,000 

$68,000 

$76,500 

Points 

$1,530 

$680 

$680 

$2,295 

Other  Closing  Costs 

— 

— 

— 

— 

Total  Closing  Costs 

$10,030 

$17,680 

$17,680 

$10,795 

P&l  Payment 

$561.33 

$596.75 

$689.70 

$616.28 

PMI 

$48 

$0 

$0 

$44 

Taxes 

$50 

$50 

$50 

$50 

Insurance 

$20 

$20 

$20 

$20 

Total  Monthly  Payments 

$679.33 

$666.75 

$759.70 

$730.28 

Renegotiable  every  five  years. 


mortgage  insurance  premium  of  $385  must  be 
paid  in  full  at  the  closing. 

Other  Lenders  Lender  C  offers  a  conventional 
30-year  mortgage  loan  at  10  percent  with  a  20 
percent  down  payment  on  either  condo  and  a  1 
point  loan  origination  fee.  On  condo  1,  the 
monthly  payment  for  principal  and  interest  will 
be  $596.75.  On  condo  2,  it  amounts  to  $568.67. 
Lender  D  offers  a  15-year  mortgage  loan  at  9  per- 
cent with  a  20  percent  down  payment  on  either 
condo  and  a  1  point  loan  origination  fee.  On 
condo  1,  the  monthly  payment  will  amount  to 
$689.70;  on  condo  2,  it  will  be  $657.24.  Lender  E 
offers  a  20-year  mortgage  with  a  renegotiable  rate 
(every  five  years)  at  7.5  percent  with  a  10  percent 
down  payment  on  either  condo  and  a  3  point 
loan  origination  fee.  Initial  monthly  payments 
would  be  $616.28  on  condo  1  and  $578.28  on 
condo  2. 


Exploring  the  World  Wide 
Web  of  Personal  Finance 


To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1 .  Visit  the  Web  site  for  Hugh  Chou  of  Wash- 
ington University  in  St.  Louis,  where  you 
will  find  a  calculator  that  determines  the 
monthly  payment  for  any  mortgage  loan 
given  the  time  period,  interest  rate,  and  loan 
amount.  Assume  you  wish  to  borrow 
$100,000  to  buy  a  home.  Vary  the  time 
period  and  interest  rate  of  the  loan  to  see 
how  these  variations  affect  your  monthly 
payment. 

2.  Visit  the  Web  site  for  the  Bank  Rate  Monitor, 
where  you  will  find  information  on  mort- 
gage interest  rates  around  the  United  States. 
View  the  information  for  the  lenders  in  a 
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large  city  nearest  your  home.  How  does  the 
information  compare  with  your  current 
credit  card  account(s)?  How  do  the  rates  in 
the  city  you  selected  compare  with  other 
rates  found  in  the  United  States? 

3.  Visit  the  Web  site  for  Hugh  Chou  of  Wash- 
ington University  in  St.  Louis,  where  you 
will  find  a  calculator  to  convert  a  mortgage 
interest  rate  to  an  after-tax  rate  to  adjust  for 
the  tax  deductibility  of  mortgage  interest. 
Calculate  the  effective  after-tax  interest  rate 
for  the  best  mortgage  rate  you  found  in  Exer- 
cise #2.  If  you  did  not  complete  that  exer- 
cise, use  an  8  percent  rate  and  your  state  and 
federal  marginal  tax  rates. 

4.  Visit  the  Web  site  for  HomePath,  where  you 
will  find  a  Web  page  calculator  that  helps 
you  determine  the  amount  you  can  afford 
for  the  purchase  of  a  home  given  your 
income  and  funds  available  for  a  down  pay- 
ment, closing  costs,  and  other  home-buying 
expenses.  Enter  the  data  requested  for  your 
current  situation.  What  does  the  calculator 
tell  you  about  your  housing  affordability? 
Change  the  entered  data  for  some  point  in 
the  future  when  you  project  a  better  finan- 


cial situation  for  yourself.  How  do  the  results 
change? 

5.  Visit  the  Web  site  for  Legg  Mason,  where  you 
will  find  a  Web  page  that  allows  you  to  gen- 
erate an  amortization  schedule  for  a  mort- 
gage loan.  Enter  a  loan  amount,  interest  rate, 
time  period,  and  other  data  to  generate  a 
schedule  for  a  hypothetical  or  real  loan. 

6.  Visit  the  Web  site  for  Kiplinger's  Personal 
Finance  magazine,  where  you  can  compare 
two  loans  with  varying  interest  rates,  time 
periods,  closing  costs,  points,  and  other  vari- 
ables. Compare  two  hypothetical  loan  situa- 
tions. 

7.  Visit  the  Web  site  for  the  National  Associa- 
tion of  Realtors,  where  you  can  search  for 
owned  housing  in  various  locales  around  the 
United  States.  Look  for  housing  in  your  local 
area  of  a  type  that  would  interest  you  and  in 
your  price  range.  Were  you  able  to  find  hous- 
ing that  meets  your  criteria?  Also  search  for 
similar  housing  in  one  of  the  high-  and  low- 
cost  metropolitan  areas  as  indicated  in  Table 
9.1  and  compare  the  results  to  the  housing 
found  in  your  area. 
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Risk  Management  and 
Property /Liability  Insurance 


10 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M  Define  risk  and  apply  the 
risk-management  process  to 
personal  financial  affairs. 


wM    Define  insurance  termi- 
nology and  explain  the  rela- 
tionship between  risk  and 
insurance. 


J    Design  a  homeowner's 
insurance  program  to  meet 
your  needs  and  keep  the 
cost  of  the  plan  to  a 
minimum. 


U    Design  an  automobile 
insurance  program  to  meet 
your  needs  and  keep  the 
cost  of  the  plan  to  a 
minimum. 


■J    Describe  property  and 
liability  insurance  policies 
designed  to  meet  needs 
other  than  those  related  to 
housing  and  automobiles. 


0 


Outline  the  steps  to 
make  a  claim  against  a  prop- 
erty or  liability  insurance 
policy. 


To  this  point,  we  have  focused  on  ways  to  maximize  financial  resources  and 
use  such  resources  to  achieve  personal  goals.  The  next  step  is  to  protect  the 
resources  and  assets  you  attain  from  the  possibility  of  financial  loss.  You  can 
achieve  some  of  this  protection  by  locking  doors,  minimizing  fire  hazards,  and 
driving  safely.  Nevertheless,  you  need  additional  protection  from  the  risk  of 
financial  loss  associated  with  owning  an  automobile  and  home,  health  care, 
financially  supporting  yourself  and  dependents,  and  many  other  aspects  of  life. 
This  chapter  begins  by  discussing  the  topic  of  risk  management,  of  which 
insurance  represents  just  one  component.  Next  we  cover  the  concept  of  insur- 
ance— its  definition  and  its  associated  terminology.  Central  to  this  discussion  is 
the  relationship  between  risk  and  insurance.  We  then  discuss  two  major  forms 
of  property  and  liability  insurance — homeowner's  insurance  and  automobile 
insurance — before  turning  to  several  specialized  types  of  property  and  liability 
insurance.  The  final  section  examines  the  process  of  collecting  from  an  insur- 
ance company  when  a  property  or  liability  loss  occurs. 
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U  Define  risk  and  apply  the 
risk-management  process  to 
personal  financial  affairs. 


isk  and  Risk  Management 


Risk  is  uncertainty  about  the  outcome  of  a  situation  or  event.  It  arises  out  of  the 
possibility  that  the  outcome  will  differ  from  what  is  expected.  In  the  area  of 
potential  financial  losses,  risk  consists  of  uncertainty  about  whether  the  finan- 
cial loss  will  occur  and  how  large  the  loss  will  be. 


The  Nature  of  Risk 

Two  types  of  risk  exist.  Speculative  risk  is  present  when  a  situation  offers  a 
potential  for  gain  as  well  as  loss.  Investing  involves  speculative  risk.  Pure  risk 
exists  when  there  is  no  potential  for  gain,  only  a  possibility  of  loss.  Fires,  auto- 
mobile accidents,  illness,  and  theft  are  examples  of  events  involving  pure  risk. 
Insurance  can  be  bought  to  reduce  pure  risk  but  not  to  address  speculative  risk. 

Defining  risk  as  uncertainty  differs  somewhat  from  the  more  common  defi- 
nition of  risk  as  odds,  chance,  or  probability.  This  difference  is  subtle  but  very 
important.  An  event  with  a  95  percent  chance  of  occurring  is  highly  likely  to 
occur.  Thus,  both  uncertainty  and  risk  are  low.  An  event  with  a  0.000001  percent 
chance  of  occurring  is  highly  likely  not  to  occur.  Thus,  both  uncertainty  and  risk 
are  low.  When  an  event  has  a  moderate  chance  of  occurring — 5  percent,  for 
example — the  uncertainty  and  risk  are  relatively  high,  because  it  is  difficult  to 
predict  the  one  person  in  20  who  will  experience  the  event.  In  such  cases,  insur- 
ance often  represents  a  wise  choice  for  reducing  risk. 

People  usually  have  one  of  three  personal  reactions  to  risk.  Some  people  are 
risk  takers  who  are  not  upset  by  uncertainty  and  may  even  enjoy  risky  situa- 
tions. Others  are  risk-neutral,  neither  fearing  nor  enjoying  risk.  Still  others  are 
risk-averse,  being  very  uncomfortable  with  risk  and  avoiding  it  whenever  possi- 
ble. Chapters  10  through  12,  which  focus  on  various  types  of  insurance,  will  start 
you  on  your  way  to  becoming  a  successful  risk  manager  who  keeps  a  wary  eye 
on  both  current  and  future  risks. 


The  Risk-Management  Process 


Insurance  is  only  one  of  many  ways  of  handling  risk,  and  it  is  not  always  the  best 
choice.  Risk  management  is  the  process  of  identifying  and  evaluating  situations 
involving  pure  risk  to  determine  and  implement  the  appropriate  means  for  its 
management.  The  goal  is  to  minimize  any  risk  or  potential  for  risk  through 
advanced  awareness  and  planning.  Risk  management  is  designed  to  make  the 
most  efficient  before-loss  arrangements  so  as  to  minimize  any  after-loss  impact 
on  one's  financial  status.  It  is  an  important  part  of  overall  personal  financial  man- 
agement, in  that  it  preserves  the  results  of  other  financial-planning  efforts.  The 
risk-management  process  involves  five  steps:  (1)  gather  information  to  identify 
risk  exposures  and  potential  losses;  (2)  evaluate  the  potential  losses;  (3)  decide  on 
the  best  ways  to  handle  risk  and  losses;  (4)  administer  the  risk-management  pro- 
gram; and  (5)  periodically  evaluate  and  adjust  the  program.  Table  10.1  on  the  fol- 
lowing page  illustrates  the  steps  in  the  risk-management  process. 

Step  1:  Gather  Information  to  Identify  Risk  Exposures  Sources  of  risk,  called 
exposures,  are  the  items  you  own  and  activities  in  which  you  engage  that 
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Table  10.1 


The  Risk-Management  Process 


Step  1:  Gather  information  to  identify 
your  exposures  to  risks. 

Determine  the  source  of  risk: 


Possession  Activity  Accompanying  Peril 

Vehicle  Driving  Accident 

House  Smoking  Fire 

Jewelry  Traveling  Theft 


Step  2:  Evaluate  risk  and  potential  losses. 


(a)  Determine  the  likely  frequency  of  losses  associated 
with  each  exposure. 

(b)  Determine  the  potential  severity  and  magnitude  of 
losses  associated  with  each  exposure. 


Step  3:  Choose  among  mechanisms  for 
handling  the  risk  exposures  and  losses. 


(a)  Avoid  risk. 

(b)  Retain  risk. 

(c)  Control  losses. 

(d)  Transfer  risk. 

(e)  Reduce  risk. 


Step  4:  Implement  and  administer  your 
overall  risk-management  plan. 


(a)  Refrain  from  certain  activities. 

(b)  Take  extra  precautions. 

(c)  Buy  insurance. 


Step  5:  Periodically  evaluate  the  risk-management  plan  and  adjust  if  necessary. 


expose  you  to  potential  financial  loss.  Owning  an  automobile  is  a  very  common 
exposure.  In  risk  management,  you  should  take  an  inventory  of  what  you  own 
and  what  you  do  to  identify  your  exposures  to  loss. 

You  also  need  to  identify  the  perils  that  you  face.  A  peril  is  any  event  that 
causes  a  financial  loss.  Some  perils  are  associated  more  closely  with  certain  expo- 
sures than  with  others.  For  example,  the  theft  peril  does  not  apply  to  a  dwelling, 
but  it  does  apply  to  the  contents  of  a  dwelling. 

Step  2:  Evaluate  Risk  and  Potential  Losses  Once  you  have  identified  your 
exposures  to  risk,  you  should  estimate  both  loss  frequency  and  loss  severity.  Loss 
frequency  refers  to  the  likely  number  of  times  that  a  loss  might  occur  over  a 
period  of  time.  Loss  severity  describes  the  potential  magnitude  of  the  loss  that 
may  occur.  An  important  consideration  is  the  range  of  potential  losses.  The  aver- 
age driver  will  be  involved  in  an  accident  approximately  once  every  seven  years, 
and  the  severity  of  accidents  can  range  from  a  small  "fender  bender"  to  a  cata- 
strophic collision  with  losses  in  the  hundreds  of  thousands  of  dollars.  The  max- 
imum possible  loss  is  an  important  figure  because  it  can  be  used  to  guide  the  dol- 
lar amount  of  coverage  to  buy.  Figure  10.1  illustrates  the  relationship  between 
loss  frequency  and  loss  severity  in  risk  management. 

Step  3:  Choose  among  the  Mechanisms  for  Handling  Risk  The  risk  of  loss  may 
be  handled  five  major  ways:  risk  avoidance,  risk  retention,  loss  control,  risk 
transfer,  and  risk  reduction.  Each  strategy  may  be  appropriate  for  some  circum- 
stances, and  the  mix  that  you  choose  will  depend  on  the  source  of  the  risk,  the 
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Figure  10.1 


The  Relationship  between  Severity  and  Frequency  of  Loss 


HIGH  SEVERITY                                    LOW  SEVERITY 

LOW 
FREQUENCY 

Purchase  insurance  to 
cover  the  potentially  large 
losses.  Their  infrequency  will 
make  premiums  affordable. 

Consider  retaining  risk 
because  the  frequency  and 
severity  of  loss  are  both  low. 

Purchase  insurance.  Loss 
control  efforts  can  be  useful 
in  reducing  the  necessarily 
high  premiums. 

Retain  risk  but  also  budget 
for  losses  that  are  likely  to 
be  frequent. 

HIGH 
FREQUENCY 

size  of  the  potential  loss,  your  personal  reactions  to  risk,  and  the  financial 
resources  available  to  pay  for  losses. 

•  Risk  Avoidance.  The  first,  and  simplest,  way  to  handle  risk  is  to  avoid  it. 
With  this  approach,  you  must  refrain  from  owning  items  or  engaging  in  activi- 
ties that  expose  you  to  possible  financial  loss.  For  example,  choosing  not  to  own 
an  airplane  or  not  to  skydive  limits  your  exposure.  Avoiding  risk  is  not  always 
practical,  however.  You  can  avoid  some  of  the  risk  associated  with  home  owner- 
ship by  renting,  for  example,  but  you  will  lose  the  benefits  of  owning  a  home. 

•  Risk  Retention.  A  second  way  to  handle  risk  is  to  retain  or  accept  it  while  rec- 
ognizing that  certain  risks  and  potential  losses  are  part  of  everyday  life.  The  risk 
that  your  shrubbery  may  die  during  a  dry  spell  is  such  a  retained  risk.  Although 
this  approach  might  seem  somewhat  fatalistic,  risk  retention  has  an  important 
role  to  play  in  risk  management.  It  should  be  considered  when  no  other  method 
is  available,  when  the  worst  possible  loss  is  not  serious,  and  when  both  fre- 
quency and  severity  of  losses  are  highly  predictable. 

Risk  retention  is  clearly  inappropriate  in  two  cases.  The  first  is  risk  retention 
because  of  ignorance.  If  people  do  not  understand  the  risks  they  face,  they  take 
no  action  and  engage  in  risk  retention  by  default.  The  second  is  risk  retention 
because  of  inaction.  As  an  example,  many  people  put  off  the  purchase  of  life 
insurance  because  they  consider  it  to  be  a  morbid,  unpleasant  task.  Such  poor 
uses  of  risk  retention  are  the  opposite  of  effective  risk  management. 

•  Loss  Control.  Loss  control,  the  third  method  of  handling  risk,  is  designed  to 
reduce  loss  frequency  and  loss  severity.  For  example,  installing  heavy-duty  locks 
and  doors  will  reduce  the  frequency  of  theft  losses.  Installing  fire  alarms  and 
smoke  detectors  cannot  prevent  fires  but  will  reduce  the  severity  of  losses  from 
them.  Insurance  companies  often  require  loss-control  efforts  or  give  discounts  to 
insureds  who  implement  them. 

•  Transferring  Risk.  A  fourth  way  to  handle  risk  is  to  transfer  it.  A  risk  transfer 
is  any  arrangement  where  an  insurance  company  agrees  to  reimburse  you  for  a 
financial  loss.  For  example,  a  professional  football  team's  star  running  back 
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might  take  out  an  insurance  policy  on  his  legs.  The  uncertainty  is  simply  trans- 
ferred (for  a  not-so-small  fee)  from  the  running  back  or  his  team  to  an  insurance 
company.  Insurance  represents  one  method  of  transferring  risk,  although  not  all 
risk  transfers  can  be  classified  as  insurance.  Insurance  goes  beyond  mere  risk 
transfer  to  the  actual  reduction  of  risk. 

•  Risk  Reduction.  The  fifth  way  to  handle  risk  is  to  reduce  it  to  acceptable  lev- 
els. Insurance  is  used  by  individual  insureds  to  transfer  a  substantial  portion  of 
their  risk  to  an  insurance  company,  thereby  reducing  their  own  level  of  risk. 

Step  4:  Administer  the  Risk-Management  Program  The  fourth  step  in  risk 
management  is  to  implement  and  administer  the  methods  you  have  chosen.  For 
most  households,  the  most  significant  aspect  of  risk  management  is  the  transfer 
and  reduction  of  risk  through  insurance.  Types  of  policies  and  coverage,  dollar 
amounts  of  coverage,  and  sources  of  insurance  protection  will  form  an  impor- 
tant part  of  administering  the  insurance  program. 

Personal  risk  managers  often  wonder  which  insurance  coverages  are  the  most 
important.  The  answer  depends  on  individual  circumstances,  of  course,  but 
some  general  guidelines  do  apply.  First,  never  risk  a  lot  for  a  little.  That  is,  you 
should  not  let  a  large  potential  loss  go  uncovered  by  insurance  just  to  save  a  few 
premium  dollars.  Second,  never  risk  more  than  you  can  afford  to  lose.  Insurance 
coverage  can  be  classified  according  to  the  following  descriptions: 

•  Necessary  insurance.  Insurance  is  a  necessity  when  the  potential  loss  could 
lead  to  bankruptcy,  destroy  accumulated  wealth,  or  destroy  one's  ability  to 
build  wealth.  Automobile  liability  insurance  is  necessary. 

•  Important  insurance.  Insurance  is  important  if  the  potential  losses  would 
require  the  insured  to  borrow  or  use  a  line  of  credit  to  pay  the  loss. 

•  Optional  insurance.  Insurance  could  be  deemed  optional  if  the  likely  losses 
could  be  covered  with  current  earnings  or  savings  earmarked  for  emergencies. 

Step  5:  Evaluate  and  Adjust  the  Program  The  fifth  step  in  risk  management  is 
regular  review  of  risk-management  efforts.  The  risks  people  face  in  their  lives 
change  continually.  Therefore,  no  risk-management  plan  should  be  put  in  place 
and  left  alone  for  long  periods  of  time.  For  certain  exposures,  such  as  ownership 
of  an  automobile,  an  annual  review  is  appropriate.  For  areas  involving  life  insur- 
ance, a  review  should  occur  about  once  every  three  to  five  years  or  whenever 
family  structure  and  employment  situations  change.  The  necessary  adjustments 
should  be  implemented  promptly  to  reflect  the  changing  scenarios.  In  reality,  a 
complex  pattern  of  risk-management  techniques  is  used  that  evolves  over  the 
life  cycle. 


A    Define  insurance  termi- 
nology and  explain  the  rela- 
tionship between  risk  and 
insurance. 


What  Is  Insurance? 

Insurance  is  a  mechanism  for  transferring  and  reducing  pure  risk  through  which 
a  large  number  of  individuals  share  in  the  financial  losses  suffered  by  members 
of  the  group.  Insurance  protects  each  individual  in  the  group  by  replacing  an 
uncertain — and  possibly  large — financial  loss  with  a  certain  but  relatively  small 
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fee.  This  fee,  called  the  premium,  includes  the  individual's  share  of  the  group's 
losses,  insurance  company  reserves  set  aside  to  pay  future  losses,  a  proportional 
share  of  the  expenses  of  administering  the  insurance  plan,  and,  when  the  plan 
is  administered  by  a  profit-seeking  company,  an  allowance  for  profit. 

When  you  purchase  insurance,  you  are  buying  an  insurance  policy.  An  insur- 
ance policy  is  a  contract  between  the  person  buying  insurance  (the  insured) 
and  the  insurance  company.  The  policy  contains  language  that  describes  the 
rights  and  responsibilities  of  both  parties.  To  understand  the  policy,  you  will 
need  to  comprehend  its  contractual  nature  and  its  various  sections.  It  is  also  nec- 
essary to  know  that  different  types  of  losses  are  covered  by  different  types  of 
insurance  policies. 

Modern  insurance  provides  a  vast  and  complicated  assortment  of  products 
designed  to  protect  assets  and  income.  Despite  its  widespread  availability,  how- 
ever, insurance  remains  one  of  the  least  understood  purchases  most  people 
make.  A  sound  understanding  of  insurance  requires  a  knowledge  of  its  basic 
terms  and  concepts.  These  meanings  will  bring  insurance  into  a  sharper  focus 
and  clarify  its  role  as  a  protection  from  financial  loss. 


Hazards 

A  hazard  is  any  condition  that  increases  the  probability  that  a  peril  will  occur. 
Driving  under  the  influence  of  alcohol  represents  an  especially  dangerous  haz- 
ard. Three  types  of  hazards  are  important  in  insurance.  First,  a  physical  hazard 
is  a  particular  characteristic  of  the  insured  person  or  property  that  increases  the 
chance  of  loss.  An  example  of  a  physical  hazard  is  high  blood  pressure  in  a  per- 
son covered  by  health  insurance.  Second,  a  morale  hazard  exists  when  a  person 
is  indifferent  to  a  peril  or  does  not  care  if  it  occurs.  For  example,  such  a  hazard 
exists  if  the  insured  party,  knowing  that  theft  insurance  will  pay  the  loss, 
becomes  careless  about  locking  doors  and  windows.  Third,  a  moral  hazard 
exists  when  a  person  wants  and  causes  a  peril  to  occur.  An  example  of  a  moral 
hazard  would  include  the  temptation  to  cause  a  loss  intentionally  so  as  to  col- 
lect on  an  insurance  policy.  Insurance  companies  often  limit  or  deny  coverage  if 
a  loss  occurs  as  a  result  of  a  morale  or  moral  hazard. 


Financial  Loss 

A  financial  loss  is  any  decline  in  the  value  of  income  or  assets  in  the  present  or 
future.  Certain  minimum  requirements  must  be  met  for  a  financial  loss  to  be 
insurable — in  particular,  the  loss  must  be  fortuitous,  financial,  and  personal.  For- 
tuitous losses  are  unexpected  in  terms  of  both  their  timing  and  their  magnitude. 
A  loss  caused  by  lightning  is  fortuitous;  a  loss  caused  by  a  decline  in  the  value  of 
a  corporate  common  stock  is  not,  because  it  is  reasonable  to  expect  stock  values 
to  rise  and  fall.  Financial  losses  can  be  measured  objectively  in  dollars  and 
cents.  When  you  become  sick,  you  suffer  as  a  result  of  the  discomfort,  inconve- 
nience, lost  wages,  and  medical  bills.  Insurance  will  cover  only  the  lost  wages 
and  medical  bills,  however,  because  only  these  losses  can  be  objectively  mea- 
sured. Finally,  personal  losses  can  be  directly  attributable  to  specific  individuals 
or  organizations.  No  insurance  is  possible  to  protect  against  losses  affecting  soci- 
ety as  a  whole. 
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Insurable  Interest 


To  buy  insurance,  an  individual  or  organization  must  have  an  insurable  inter- 
est in  the  property  or  person  insured.  Such  an  interest  exists  when  a  person  or 
organization  stands  to  suffer  a  financial  loss  resulting  directly  from  a  peril.  Thus, 
you  can  buy  fire  insurance  on  your  own  home,  but  you  cannot  buy  it  on  a 
friend's  home.  Nor  can  you  purchase  life  insurance  on  a  total  stranger. 

Insurable  interest  separates  insurance  and  gambling.  If  you  bought  insurance 
on  a  friend's  house,  you  would  actually  be  gambling  because  you  would  gain  if 
the  home  burned  down.  Insurance  is  not  gambling  because  you  can  buy  it  only 
if  you  stand  to  suffer  a  loss — that  is,  if  you  have  an  insurable  interest. 


The  Principle  of  Indemnity 

The  principle  of  indemnity  states  that  insurance  will  pay  no  more  than  the 
actual  financial  loss  suffered.  For  example,  an  automobile  insurance  policy  will 
pay  only  the  actual  cash  value  of  a  stolen  automobile.  This  principle  prevents  a 
person  from  gaining  financially  from  a  loss.  Thus,  if  a  windstorm  causes  S500  in 
damage  to  a  home,  the  homeowner  should  not  receive  more  than  $500. 

The  principle  of  indemnity  does  not  guarantee  that  insured  losses  will  be 
totally  reimbursed,  however.  Insurance  policies  are  not  open-ended  agreements 
to  pay.  Every  policy  includes  policy  limits,  which  are  the  maximum  dollar 
amounts  that  will  be  paid  under  the  policy.  Insurance  purchasers  must  be  care- 
ful that  the  policy  limits  are  sufficient  to  cover  potential  losses. 


Factors  That  Affect  the  Cost  of  Insurance 

Specific  features  of  insurance  policies  are  available  that  can  lower  your  premiums 
without  significantly  lowering  protection.  These  features  include  deductibles, 
coinsurance,  hazard  reduction,  and  loss  reduction. 

Deductibles  are  requirements  that  you  pay  an  initial  portion  of  any  loss.  For 
example,  automobile  collision  insurance  often  includes  a  S200  deductible.  The 
first  $200  of  loss  to  the  car  must  be  paid  by  the  insured.  The  insurer  then  pays 
the  remainder  of  the  loss,  up  to  the  limits  of  the  policy.  Most  health  and  prop- 
erty insurance  policies  also  include  deductibles.  They  are  sometimes  required 
and  sometimes  optional,  and  you  usually  have  a  choice  of  deductible  amounts. 
The  higher  the  deductible,  the  lower  the  premium  will  be.  Insurance  buyers 
should  seek  to  obtain  protection  from  large,  infrequent  losses,  not  small,  pre- 
dictable losses.  Therefore,  you  should  choose  the  highest  deductible  that  you  can 
afford  to  cover  should  a  loss  occur.  The  premium  saved  by  selecting  a  higher 
deductible  can  be  used  to  pay  for  higher  policy  limits. 

Coinsurance  is  a  method  by  which  the  insured  and  the  insurer  share  pro- 
portionately in  the  payment  for  a  loss.  For  example,  health  insurance  commonly 
requires  that  the  insured  pay  20  percent  of  a  loss  and  the  insurer  pay  the  remain- 
ing 80  percent.  Substantial  premium  reductions  can  be  realized  through  coin- 
surance, but  you  must  be  prepared  to  pay  your  share  of  losses.  The  following 
deductible  and  coinsurance  reimbursement  formula  can  be  used  to  determine 
the  amount  of  a  loss  that  will  be  reimbursed  when  the  policy  includes  a 
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deductible  and  a  coinsurance  clause: 


R 
where 
R 
CP 
L 
D 


(1 


CP)(L    -    D) 


(10.1) 


reimbursement  (i.e.,  the  amount  the  insurance  company  will  pay) 

coinsurance  percentage  required  of  the  insured 

loss 

deductible 


Assume  a  health  insurance  policy  with  a  $100  deductible  per  hospital  stay 
and  a  20  percent  coinsurance  requirement.  If  the  hospital  bill  is  $1350,  the  reim- 
bursement will  be  $1000,  calculated  as  follows: 

R    =    (1.00  -  0.20)($1350  -  $100) 
=    (0.80)($1250) 
=    $1000 

Hazard  reduction  is  action  by  the  insured  to  reduce  the  probability  of  a  loss 
occurring.  Insurance  companies  often  offer  reduced  premiums  to  insureds  who 
practice  hazard  reduction — for  example,  to  nonsmokers. 


Who  Sells  Insurance 


Sellers  of  insurance,  called  insurance  agents,  repre- 
sent one  or  more  insurance  companies.  They  have 
the  power  to  enter  into,  change,  and  cancel  insur- 
ance policies  on  behalf  of  companies.  There  are  two 
types  of  insurance  agents:  independent  agents  and 
exclusive  agents. 

Independent  insurance  agents  represent  two 
or  more  insurance  companies.  They  are  indepen- 
dent businesspersons  who  act  as  third-party  links 
between  insurers  and  insureds.  Such  agents  earn 
commissions  from  the  companies  they  represent 
and  will  place  each  insurance  customer  with  the 
company  that  they  feel  best  meets  the  customer's 
needs.  Insurance  companies  that  rely  on  a  sales 
force  of  independent  insurance  agents  are  called 
agency  companies. 

Exclusive  insurance  agents  represent  only  one 
insurance  company  for  a  specific  type  of  insurance. 
They  are  often  employees  of  the  insurance  com- 
pany they  represent.  Life  insurance,  for  example,  is 
often  sold  through  exclusive  insurance  agents. 

Not  all  insurance  is  sold  and  serviced  through 
agents.  A  number  of  companies  are  direct  sellers, 
marketing  their  policies  through  salaried  employ- 


ees, mail-order  marketing,  newspapers,  and  even 
vending  machines.  Any  type  of  insurance  can  be 
sold  directly.  For  the  risk  manager  who  knows  what 
coverage  he  or  she  needs,  some  of  the  lowest  insur- 
ance premiums  can  be  found  with  direct  sellers. 

Choosing  among  independent  agents,  exclusive 
agents,  and  direct  sellers  is  not  an  easy  task.  Each 
type  of  seller  presents  both  advantages  and  disad- 
vantages. Independent  agents  may  provide  more 
personalized  service  and  they  can  select  among  sev- 
eral companies  to  meet  a  customer's  needs.  Exclu- 
sive agents  can  provide  personalized  service  as  well, 
but  are  limited  to  the  policies  offered  by  the  one 
company  they  represent.  Nonetheless,  premiums 
may  be  lower  through  exclusive  agents  because 
sales  commissions  tend  to  be  lower. 

Many  agents  have  received  training  and  taken 
tests  to  receive  professional  designations  such  as 
Chartered  Life  Underwriter  (CLU)  in  life  insurance 
and  Chartered  Property  and  Casualty  Underwriter 
(CPCU)  in  automobile  and  homeowner's  insurance. 
These  designations  can  indicate  a  high  level  of 
expertise  and  professionalism. 
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Loss  reduction  is  action  by  the  insured  to  lessen  the  severity  of  loss  should 
a  peril  occur.  Smoke  alarms  and  fire  extinguishers  in  the  home  are  examples  of 
loss  reduction  efforts.  These  items  will  not  prevent  fires,  but  they  may  lessen  the 
severity  of  the  loss.  Many  property  insurers  offer  reduced  premiums  to  insureds 
who  practice  loss  reduction. 


Types  of  Insurers 

An  insurer  is  any  individual  or  organization  that  provides  insurance  coverage. 
The  major  function  of  an  insurer  is  to  combine  the  premiums  paid  by  the 
insureds  into  a  fund  for  the  payment  of  losses.  Some  insurers  seek  to  make  a 
profit;  others  operate  on  a  not-for-profit  basis. 


HOW 


Make  Sense  of  an  Insurance  Policy 


Insurance  policies  do  not  invite  casual  reading. 
Consequently,  many  people  fail  to  read  their  poli- 
cies until  a  loss  occurs,  only  to  find  that  they  had 
misunderstood  the  terms  of  the  agreement.  You  can 
avoid  such  problems  by  carefully  and  systematically- 
reading  a  policy  before  you  purchase  it.  Your  under- 
standing of  the  policy  provisions  can  be  enhanced 
if  you  focus  on  eight  key  points: 

1.  Perils  covered.  Some  policies  list  only  the  perils 
that  are  covered;  others  cover  all  perils  except 
those  listed.  The  definition  of  certain  perils  may 
differ  from  that  used  in  everyday  language. 

2.  Property  covered.  Like  perils,  the  property  cov- 
ered under  a  policy  may  be  listed  individually, 
or  only  the  excluded  property  may  be  listed. 
When  the  property  is  listed  individually,  any 
new  acquisitions  must  be  added  to  the  policy. 

3.  Types  of  losses  covered.  Three  types  of  prop- 
erty losses  can  occur:  (1)  the  loss  of  the  property 
itself,  (2)  extra  expenses  that  may  arise  because 
the  property  is  unusable  for  a  period  of  time, 
and  (3)  loss  of  income  if  the  property  was  used 
in  the  insured's  work. 

4.  People  covered.  Insurance  policies  may  cover 
only  certain  individuals.  This  information  is  usu- 
ally contained  on  the  first  page  of  the  policy  but 
may  be  changed  subsequently  in  later  sections. 


5.  Locations  covered.  Where  the  loss  occurs  may 
have  a  bearing  on  whether  it  will  be  covered.  It 
is  especially  important  to  know  which  locations 
are  not  covered. 

6.  Time  period  of  coverage.  Policies  are  generally 
written  to  cover  specific  time  periods.  Restric- 
tions may  exclude  coverage  during  specific  times 
of  the  day  or  certain  days  of  the  week  or  year. 

7.  Loss  control  requirements.  Insurance  policies 
often  stipulate  that  certain  loss  control  efforts 
must  be  maintained  by  the  insured.  For  exam- 
ple, coverage  on  a  restaurant  may  be  denied  if 
the  owner  fails  to  maintain  an  adequate  fire- 
extinguishing  system. 

8.  Amount  of  coverage.  All  insurance  policies 
specify  the  maximum  amount  the  insurer  will 
pay  for  various  types  of  losses. 


Finally,  note  that  the  information  on  these 
eight  points  may  be  spread  throughout  a  policy.  In 
fact,  coverage  that  appears  to  be  provided  in  one 
location  actually  may  be  denied  elsewhere.  Study 
the  entire  policy  to  determine  the  protection  that  it 
actually  provides.  If  necessary7,  telephone  the  sales- 
person or  company  for  clarification. 
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Stock  insurance  companies  are  owned  by  their  stockholders  and  provide 
insurance  coverage  in  return  for  the  opportunity  to  earn  a  profit  for  their  own- 
ers. They  sell  stock  to  raise  capital,  use  the  proceeds  to  sell  a  product  or  service, 
and  distribute  any  profits  to  the  owners.  These  distributed  profits  are  called 
investment  dividends. 


Did  You 


IKNOW 


How  Insurance  Companies  Select 
from  among  Applicants 


The  insurance  process  begins  with  an  offer  by  the 
purchaser  in  the  form  of  a  written  or  oral  applica- 
tion for  coverage.  Generally,  an  oral  application  is 
followed  by  a  written  application.  The  insurer  typi- 
cally gives  temporary  acceptance  when  an  appli- 
cant submits  full  or  partial  payment  of  the  initial 
premium.  This  temporary  insurance  contract,  called 
a  binder,  is  either  replaced  at  a  later  date  with  a 
written  contract  (the  policy)  or  allowed  to  expire. 
The  application  then  goes  through  a  process  of 
underwriting— that  is,  the  insurer's  procedure  for 
deciding  which  insurance  applicants  to  accept.  To 
describe  the  process  of  underwriting,  we  must  first 
discuss  how  insurance  rates  are  set. 

An  insurance  rate  is  the  price  charged  for  each 
unit  of  insurance  coverage.  Units  are  usually  stated 
in  dollars  of  coverage,  but  they  may  also  apply  to 
individual  pieces  of  property  to  be  covered.  Rates 
represent  the  average  cost  of  providing  coverage  to 
various  groups  of  insureds.  These  groups,  called 
classes,  consist  of  the  insureds  who  share  character- 
istics that  are  associated  with  the  potential  for  suf- 
fering losses.  For  example,  automobile  insurance 
policyholders  may  be  classified  by  age,  gender,  mar- 
ital status,  and  driving  record,  as  well  as  by  the 
make  and  model  of  vehicle  that  they  drive.  Insur- 
ance companies  use  statistical  information  about 
losses  to  establish  rates  for  the  various  classes  of 
insureds.  Note  that  it  is  becoming  common  for 
insurance  companies  to  use  an  applicant's  credit 
report  to  provide  information  in  underwriting. 

When  underwriters  receive  an  application  for 
insurance,  they  assign  the  applicant  to  the  appro- 
priate class  based  on  his  or  her  relevant  characteris- 
tics. They  then  determine  whether  the  rates  estab- 
lished for  that  class  are  sufficient  to  provide  cover- 
age for  that  applicant.  Because  some  applicants  will 


generate  higher-than-average  or  lower-than-average 
loss  expectancies  for  their  class,  underwriters  divide 
insurance  applicants  into  four  groups.  The  first 
group — "preferred"  applicants — have  lower-than- 
average  loss  expectancies  and  may  qualify  for  lower 
premiums.  The  second  group  consists  of  "standard" 
applicants  with  average  loss  expectancies  for  their 
class.  The  first  two  groups  are  accepted  for  cover- 
age. The  third  group  has  loss  expectancies  projected 
to  be  slightly  above  average.  Although  they  are 
accepted,  these  "substandard"  applicants  may  be 
charged  higher  premiums  and  have  restrictions 
placed  on  the  types  or  amounts  of  coverage  they 
may  purchase.  The  fourth  group,  "unacceptable" 
applicants,  have  loss  expectancies  that  are  much 
too  high;  they  are  rejected. 

Many  people  wonder  how  some  "bad"  drivers 
get  insurance  while  "good"  drivers  are  canceled  or 
turned  down  for  insurance.  The  key  to  acceptance 
or  rejection  lies  in  the  loss  expectancies  for  the 
groups  into  which  people  are  categorized.  Some 
groups,  such  as  those  with  more  experienced  dri- 
vers, have  a  low  loss  expectancy  as  a  group.  Thus, 
someone  in  that  group  who  has  two  or  more  at- 
fault  accidents  might  be  deemed  "unacceptable"  for 
that  group.  In  contrast,  some  groups  might  be 
made  up  primarily  of  individuals  with  poor  driving 
records.  Thus,  someone  with  an  even  worse  driving 
record  would  be  the  norm  for  that  group  and 
would  be  deemed  "standard."  While  the  premiums 
for  the  latter  group  would  be  much  higher  than  the 
premiums  for  the  former  group,  at  least  the  person 
would  be  insured.  When  a  person  is  turned  down 
or  canceled  as  unacceptable  in  one  class,  insurance 
will  usually  remain  available,  but  at  a  much  higher 
price  in  another  class. 
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Mutual  insurance  companies  are  owned  by  their  policyholders  and  operate 
on  a  not-for-profit  basis.  Funds  remaining  after  expenses  and  losses  have  been 
paid  are  returned  to  the  policyholders  as  insurance  dividends.  In  addition  to 
receiving  insurance  dividends,  the  policyholders  of  a  mutual  company  maintain 
voting  control  over  the  company.  To  be  competitive,  some  stock  companies  pay 
insurance  dividends  to  policyholders  even  though  the  policyholders  have  no 
voting  privileges. 


The  Essence  of  Insurance 

Insurance  consists  of  two  basic  elements:  the  reduction  of  risk  and  the  sharing 
of  losses.  Each  insurance  customer  who  exchanges  the  uncertainty  of  a  poten- 
tially large  financial  loss  for  the  certainty  of  a  fixed  insurance  premium  reduces 
his  or  her  risk.  Risk  is  reduced  for  the  insurer  as  well  through  the  law  of  large 
numbers,  which  states  that  as  the  number  of  members  in  a  group  increases,  pre- 
dictions about  the  group's  behavior  become  increasingly  accurate.  The  greater 
accuracy  decreases  uncertainty  and  therefore  risk.  For  example,  consider  a  city  of 
100,000  households  in  which  the  probability  of  a  fire  striking  a  household  is  1 
in  1000,  or  0.1  percent.  If  we  focus  on  groups  of  ten  or  even  100  households  at 
a  time,  we  cannot  predict  very  accurately  whether  a  fire  will  strike  a  house  in  a 
given  group.  Some  groups  might  have  two  or  three  fires,  while  others  might  have 
none.  If  we  combine  all  the  households  into  one  group,  however,  we  can  more 
accurately  predict  that  100  fires  will  occur  (100,000  x  0.001).  Even  if  103  fires 
occurred,  our  prediction  would  be  in  error  by  only  a  small  percentage.  Insurance 
companies,  which  may  have  millions  of  customers,  can  be  even  more  accurate 
in  their  group  predictions. 

When  viewed  in  this  way,  the  essence  of  insurance  becomes  clear:  Individual 
insurance  purchasers  benefit  regardless  of  whether  they  suffer  a  loss.  The  reduc- 
tion of  risk  itself  provides  a  benefit.  Reduced  risk  gives  one  the  freedom  to  drive 
a  car,  own  a  home,  and  plan  financially  for  the  future  with  the  knowledge  that 
some  unforeseen  event  will  not  result  in  financial  disaster.  Society  also  benefits 
from  insurance.  No  major  business  activity — whether  the  construction  of  a 
house,  the  drilling  of  an  oil  well,  or  the  establishment  of  a  law  firm — is  under- 
taken without  insurance  protection.  Without  insurance,  the  only  way  to  handle 
risk  with  confidence  is  to  avoid  risky  situations. 


■J    Design  a  homeowner's 
insurance  program  to  meet 
your  needs  and  keep  the 
cost  of  the  plan  to  a 
minimum. 


Homeowner's  Insurance 

Whether  you  own  or  rent  housing,  you  face  the  possibility  of  suffering  property 
and  liability  losses.  Homeowner's  insurance  combines  liability  and  property 
insurance  coverage  needed  by  homeowners  and  renters  into  a  single-package 
policy.  Property  insurance  protects  you  from  financial  losses  resulting  from  the 
damage  to  or  destruction  of  your  property  or  possessions.  Liability  insurance 
protects  you  from  financial  losses  suffered  when  you  are  held  liable  for  the  losses 
of  others.  There  are  four  types  of  homeowner's  insurance  for  people  who  own  a 
house,  one  type  for  the  owners  of  condominiums,  and  another  type  for  those 
who  rent  housing. 
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The  Coverages 

The  standard  homeowner's  insurance  policy  is  divided  into  two  sections.  Section 
1  provides  protection  from  various  types  of  property  damage  losses,  including: 
(1)  damage  to  the  dwelling;  (2)  damage  to  other  structures  on  the  property;  (3) 
damage  to  personal  property  and  dwelling  contents;  and  (4)  expenses  arising  out 
of  a  loss  of  use  of  the  dwelling  (for  example,  food  and  lodging).  Additional  cov- 
erages are  usually  provided  for  such  items  as  debris  removal,  trees  and  shrubs, 
and  fire  department  service  charges. 

An  important  variable  related  to  Section  1  of  a  policy  involves  the  number  of 
loss-causing  perils  that  are  covered.  Named-perils  policies  cover  only  those 
losses  caused  by  perils  that  are  specifically  named  in  the  policy.  All-risk  (or 
open-perils)  policies  cover  losses  caused  by  all  perils  other  than  those  specifically 
excluded  by  the  policy.  All-risk  policies  provide  broader  coverage  because  hun- 
dreds of  perils  can  cause  property  losses,  but  only  a  few  would  be  excluded. 

Section  2  deals  with  liability  insurance.  Homeowner's  general  liability  pro- 
tection applies  when  you  are  legally  liable  for  the  losses  of  another  person. 
Whenever  a  homeowner  is  negligent  or  otherwise  fails  to  exercise  due  caution  in 
protecting  visitors,  he  or  she  may  potentially  suffer  a  liability  loss. 

Homeowners  often  wish  to  take  resp^sibility  for  the  losses  of  another  per- 
son regardless  of  the  legal  liability.  CAm^jpr,  for  example,  a  guest's  child  who 
suffers  burns  from  touching  a  hot  barbecue  grill  despite  warnings  that  the  grill 
was  hot.  Homeowner's  no-fault  medical  payments  protection  will  pay  for 
bodily  injury  losses  suffered  by  visitors  regardless  of  who  was  at  fault.  Such  cov- 
erage would  help  pay  for  the  medical  treatment  of  the  visitor's  burns.  Members 
of  the  insured's  immediate  family  are  not  covered  under  no-fault  medical  pay- 
ments; they  should  be  covered  by  health  insurance  instead  (see  Chapter  11). 
Homeowner's  no-fault  property  damage  protection  will  pay  for  property 
losses  suffered  by  visitors  to  your  home.  An  example  of  such  a  loss  might  be 
damage  to  a  friend's  leather  coat  that  was  chewed  by  your  dog. 


Types  of  Homeowner's  Insurance 

There  are  six  distinct  types  of  homeowner's  insurance  policies:  HO-1  through 
HO-4,  HO-6,  and  HO-8.  They  are  described  in  detail  in  Table  10.2  and  more  gen- 
erally in  the  sections  that  follow.  The  terms  and  numbers  used  to  identify  these 
policies  are  generally  used  by  most  insurance  companies. 

Basic  Form  (HO-1)  The  basic  form  (HO-1)  is  a  named-perils  policy  that  covers 
11  property-damage-causing  perils  and  provides  three  areas  of  liability-related 
protection:  personal  liability,  property  damage  liability,  and  medical  payments. 
The  most  common  perils  that  can  cause  property  damage — fire  and  lightning, 
windstorm,  theft,  and  smoke — are  covered  in  the  basic  homeowner's  policy. 

Broad  Form  (H0-2)  The  broad  form  (HO-2)  is  a  named-perils  policy  that  cov- 
ers 18  property-damage-causing  perils  and  provides  protection  from  the  three 
liability-related  exposures. 

Special  Form  (H0-3)  The  special  form  (HO-3)  provides  open-perils  protection 
(except  for  commonly  listed  perils  of  war,  earthquake,  and  flood)  for  four 


282 


PART   3     Income  and  Asset  Protection 


Table  10.2 


Summary  of  Homeowner's 

Insurance  Policies 

HO-1 

H0-2 

H0-3 

(Basic  Form) 

(Broad  Form) 

(Special  Form) 

Perils  covered 

Perils  1-11 

Perils  1-18 

All  perils  except  those 

(descriptions  are 

specifically  excluded  for 

given  below) 

buildings;  perils  1-18  on 
personal  property  (does  not 
include  glass  breakage) 

Property  coverage/limits 

House  and  any  other 

Amount  based  on 

Amount  based  on 

Amount  based  on 

attached  buildings 

replacement  cost, 

replacement  cost, 

replacement  cost, 

minimum  $15,000 

minimum  $15,000 

minimum  $20,000 

Detached  buildings 
Trees,  shrubs,  plants,  etc. 

Personal  property 

Loss  of  use  and/or  add'l 
living  expense 

Credit  card,  forgery, 
counterfeit  money 


10  percent  of  insurance 
on  the  home  (minimum) 

5  percent  of  insurance  on 
the  home,  $500  maximum 
per  item 

50  percent  of  insurance  on 
the  home  (minimum) 

1 0  percent  of  insurance  on 
the  home 

$1000 


1 0  percent  of  insurance 
on  the  home  (minimum) 

5  percent  of  insurance  on 
the  home,  $500  maximum 
per  item 

50  percent  of  insurance  on 
the  home  (minimum) 

20  percent  of  insurance  on 
the  home 

$1000 


1 0  percent  of  insurance 
on  the  home  (minimum) 

5  percent  of  insurance  on 
the  home,  $500  maximum 
per  item 

50  percent  of  insurance  on 
the  home  (minimum) 

20  percent  of  insurance  on 
the  home 

$1000 


Liability  coverage/limits 

(for  all  policies) 

Comprehensive  $100,000 

personal  liability 

No-fault  medical  payments        $1000 

No-fault  property  damage  $500 


Special  limits  of  liability 

For  the  following  classes  of  personal  property,  special  limits  apply 
on  a  per-occurrence  basis  (e.g.,  per  fire  or  theft):  money,  coins, 
bank  notes,  precious  metals  (gold,  silver,  etc.),  $200;  securities, 
deeds,  stocks,  bonds,  tickets,  stamps,  $  1 000;  watercraft  and  trailers, 
including  furnishings,  equipment,  and  outboard  motors,  $1000; 
trailers  other  than  for  watercraft,  $  1 000;  jewelry,  watches,  furs, 
$  1 000;  silverware,  goldware,  etc.,  $2500;  guns,  $2000. 


List  of  perils  covered 

1.  Fire,  lightning 

2.  Windstorm,  hail 

3.  Explosion 

4.  Riots 

5.  Damage  by  aircraft 

6.  Damage  by  vehicles  owned  or  operated 

by  people  not  covered  by  the  homeowner's  policy 

7.  Damage  from  smoke 

8.  Vandalism,  malicious  mischief 

9.  Theft 

10.  Glass  breakage 

1 1.  Volcanic  eruption 


12.  Falling  objects  (external  sources) 

1 3.  Weight  of  ice,  snow,  sleet 

14.  Collapse  of  building  or  any  part  of  building  (specified  perils 
only) 

1 5.  Leakage  or  overflow  of  water  or  stream  from  a  plumbing, 
heating,  or  air-conditioning  system 

1 6.  Bursting,  cracking,  burning,  or  bulging  of  a  steam  or  hot  water 
heating  system,  or  of  appliances  for  heating  water 

1 7.  Freezing  of  plumbing,  heating,  and  air-conditioning  systems 
and  home  appliances 

18.  Injury  to  electrical  appliances  and  devices  (excluding  tubes, 
transistors,  and  similar  electronic  components)  from  short 
circuits  or  other  accidentally  generated  currents 


A/ofe.This  table  describes  the  standard  policies.  Specific  items  differ  from  company  to  company  and  from  state  to  state.  When  you  want  a  limit 
that  exceeds  the  standard  limit  for  your  company,  you  usually  can  increase  the  limit  by  paying  an  additional  premium. 
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HO-4 
(Renter's  Contents  Broad  Form) 

Perils  1-9,11-18 


(For  Condominium  Owners) 
Perils  1-18 


HO-8 
(For  Older  Homes) 


Perils  1-11 


1 0  percent  of  personal  property 
insurance  on  additions  and  alterations 
to  the  apartment 

Not  covered 

10  percent  of  personal  property 
insurance,  $500  maximum  per  item 

Chosen  by  the  tenant  to  reflect 

the  value  of  the  items,  minimum  $6000 

20  percent  of  personal  property 
insurance 

$1000 


$1000  on  owner's  additions  and 
alterations  to  the  unit 

Not  covered  (unless  owned  solely 
by  the  insured) 

10  percent  of  personal  property 
insurance,  $500  maximum  per  item 

Chosen  by  the  homeowner  to  reflect 
the  value  of  the  items,  minimum  $6000 

40  percent  of  personal  property 
insurance 

$1000 


Amount  based  on  actual  cash 
value  of  the  home 

1 0  percent  of  insurance  on  the 
home  (minimum) 

5  percent  of  insurance  on  the 
home,  $500  maximum  per  item 

50  percent  of  insurance  on  the 
home  (minimum) 

20  percent  of  insurance  on  the 
home 

$1000 


property  coverages:  losses  to  the  dwelling,  losses  to  other  structures,  landscaping 
losses,  and  losses  generating  additional  living  expenses.  Contents  and  personal 
property  are  covered  on  a  named-perils  basis  for  17  of  the  18  major  homeowner's 
perils  (the  exception  is  glass  breakage).  In  terms  of  liability  protection  and  in  all 
other  respects,  the  coverage  under  HO-3  is  the  same  as  under  HO-2. 

Renter's  Contents  Broad  Form  (HO-4)    The  renter's  contents  broad  form  (HO- 

4)  is  a  named-perils  policy  that  protects  the  insured  from  losses  to  the  contents 
of  a  dwelling  rather  than  the  dwelling  itself.  It  covers  17  major  perils  and  pro- 
vides liability  protection.  HO-4  is  ideal  for  renters  because  it  provides  protection 
from  losses  to  dwelling  contents  and  personal  property  and  provides  for  addi- 
tional living  expenses  if  the  dwelling  is  rendered  uninhabitable  by  one  of  the 
covered  perils.  Although  insurance  is  relatively  inexpensive,  only  one-fourth  of 
all  renters  carry  HO-4  protection. 

Condominium  Form  (HO-6)  The  condominium  form  (HO-6)  is  a  named-perils 
policy  protecting  condominium  owners  from  the  three  principal  losses  they 
face:  losses  to  contents  and  personal  property,  losses  due  to  the  additional  living 
expenses  that  may  arise  if  one  of  the  covered  perils  occurs,  and  liability  losses. 
(The  building  itself  is  insured  by  the  management  of  the  condominium.)  Two 
additional  coverages  are  included  in  the  HO-6  policy  as  necessary  to  meet  the 
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specific  needs  of  the  condominium  unit  owner.  The  first  is  protection  against 
losses  to  the  structural  alterations  and  additions  that  condominium  owners 
sometimes  make  when  they  remodel  their  units.  The  second  is  supplemental 
coverage  for  the  dwelling  unit  to  protect  the  condominium  owner  if  the  build- 
ing is  not  sufficiently  insured. 

Older  Home  Form  (HO-8)  The  replacement  value  for  an  older  home  may  be 
much  higher  than  its  market  or  actual  cash  value.  The  older  home  form  (HO- 
8)  is  a  named-perils  policy  that  provides  actual-cash-value  protection  on  the 
dwelling.  It  does  not  provide  that  the  dwelling  be  rebuilt  to  the  same  standards 
of  style  and  quality,  as  those  standards  may  be  prohibitively  expensive  today. 
Instead,  the  policy  provides  that  the  dwelling  be  rebuilt  to  make  it  serviceable. 


Buying  Homeowner's  Insurance 

You  can  purchase  homeowner's  insurance  with  varying  coverage  amounts, 
exclusions,  and  limitations.  Basically,  three  areas  of  concern  arise  when  buying 
a  policy.  First,  how  much  coverage  will  you  need  to  replace  the  dwelling  itself? 
Second,  how  much  coverage  will  you  need  on  the  contents  and  personal  prop- 
erty in  general  and  for  expensive  items  such  as  jewelry  or  antiques  in  particular? 
Third,  how  much  coverage  will  you  need  for  liability  protection? 

Determining  the  Coverage  Needed  on  Your  Dwelling 

Both  property  and  liability  losses  can  occur  to  owners  or  renters  of  housing.  Your 
first  step  is  to  determine  the  dwelling's  replacement  value.  You  could  either  use 
the  services  of  a  professional  liability  appraiser  or  consult  with  your  insurance 
agent  to  determine  replacement  value. 

Homeowner's  insurance  policies  usually  contain  a  replacement-cost 
requirement  that  stipulates  that  a  home  must  be  insured  for  80  (or  perhaps  100) 
percent  of  its  replacement  value  in  order  for  the  policy  to  fully  reimburse  (after 
payment  of  the  deductible  by  the  policyholder)  any  losses  to  the  dwelling.  Thus, 
a  home  with  a  replacement  value  of  $100,000  would  need  to  be  insured  for 
$80,000  or  $100,000,  and  this  amount  would  be  the  maximum  that  the  insur- 
ance company  would  be  obligated  to  pay  for  any  loss.  If  you  fail  to  meet  your 
replacement-cost  requirement,  you  will  not  be  considered  fully  insured  because 
you  will,  by  default,  be  using  a  form  of  coinsurance.  The  amount  of  reimburse- 
ment for  any  loss  will  be  calculated  using  the  replacement-cost-requirement 
formula: 

R    •     (t  "  D)    X       {RV    X    0.80  o,  1  00)  <10  2I 

where 

R  =  reimbursement  payable 

L  =  the  amount  of  loss 

D  =  deductible,  if  any 

/  =  amount  of  insurance  actually  carried 

RV  =  replacement  value  of  the  dwelling 

Many  homeowner's  policies  include  a  clause  that  automatically  raises  the  policy 
coverage  amount  each  year  to  keep  pace  with  inflationary  increases  in  the  cost 
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of  replacing  the  dwelling.  Although  a  loss  in  excess  of  replacement  cost  is  rare, 
such  losses  do  occur.  Thus,  carrying  only  the  required  percent  would  not  fully 
cover  such  a  loss  because  the  policy  limit  would  be  reached  before  providing  the 
full  replacement  value.  The  requirement  enables  you  to  avoid  coinsurance  on 
small  losses  but  might  result  in  inadequate  coverage  on  large  losses.  Thus,  it  is 
wise  to  insure  your  dwelling  for  100  percent  of  its  replacement  cost.  Indeed,  in 
such  cases  your  insurance  company  will  fully  cover  a  loss  even  if  it  costs  20  to 
25  percent  more  than  the  replacement  cost  to  repair  or  rebuild  the  dwelling. 

Determining  the  Coverage  Needed  on  Your  Personal  Property  Making  an 
inventory  of,  and  placing  a  value  on,  all  the  contents  of  your  home  are  time- 
consuming  but  important  tasks.  Table  10.3  shows  the  inventory  and  valuation 
for  the  contents  of  and  personal  property  in  a  typical  living  room.  You  should 
conduct  such  an  inventory  for  each  room,  the  basement,  garage,  shed,  and  yard 
possessions.  When  totaled,  the  values  enable  you  to  select  proper  policy  limits. 
Most  homeowner's  policies  will  automatically  cover  contents  and  personal 
property  for  up  to  50  percent  of  the  coverage  on  the  home.  Thus,  if  your  home 
is  insured  for  $140,000  but  contains  $75,000  of  personal  property,  you  probably 


Table  10.3 


Personal  Property  Checklist:  Living 

Room 

Valuation 

Date 

Purchase 

Actual 

Replacement 
Cost 

Item 

Purchased 

Price 

Cash  Value 

Furniture 

Sofa 

8/95 

$750 

$375 

$950 

Chair 

11/93 

250 

100 

375 

Lounger 

12/96 

575 

300 

695 

Ottoman 

12/96 

100 

50 

120 

Bookcase 

4/98 

275 

225 

300 

End  table  (2) 

7/99 

300 

250 

300 

Appliances 

TV 

1/99 

550 

500 

600 

VCR 

6/98 

400 

300 

400 

Wall  clock 

7/93 

60 

10 

100 

Furnishings 

Carpet 

6/92 

375 

50 

600 

Painting 

12/96 

125 

225 

225 

Floor  lamp 

4/94 

150 

50 

225 

Art  (three  items) 

10/98 

600 

600 

800 

Table  lamp 

4/94 

75 

40 

100 

Table  lamp 

5/98 

125 

100 

135 

Throw  pillows 

7/95 

45 

20 

60 

TOTAL 

$4755 

$3195 

$5985 
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need  to  purchase  an  extra  $5000  in  contents  coverage.  Furthermore,  some  spec- 
ified items  of  personal  property  may  have  specific  policy  limits.  For  example,  a 
homeowner's  insurance  policy  might  provide  a  maximum  of  $200  coverage  for 
cash,  $5000  for  personal  computers,  and  $1000  for  jewelry.  If  your  inventory 
reveals  a  higher  valuation  on  such  items,  an  endorsement  providing  extra  cov- 
erage might  be  a  wise  choice. 

Notice  that  Table  10.3  lists  three  estimates  for  the  value  of  the  contents  of  a 
room:  the  purchase  price,  the  actual  cash  value,  and  the  replacement  cost.  His- 
torically, property  insurance  policies  paid  only  the  actual  cash  value  of  an  item 
of  personal  property,  which  represents  the  purchase  price  of  the  property  less 
depreciation.  The  actual-cash-value  (ACV)  formula  is 

ACV    =    P  -  [CA  x  (P  -=-  IE)]  (10.3) 

where 

P    = 


purchase  price  of  the  property 
CA    =    current  age  of  the  property  in  years 


LE    = 


life  expectancy  of  the  property  in  years 


Consider  the  case  of  Ann  Jones,  a  bartender  from  Telluride,  Colorado,  whose 
eight-year-old  color  television  set  was  stolen.  The  TV  cost  $500  when  new  and 
had  a  total  life  expectancy  of  ten  years.  Its  actual  cash  value  when  it  was  stolen 
was 

ACV    =     $500  -  [8  x  ($500  *  10)] 
=     $500  -  (8  x  $50) 
=    $100 

Ann  would  find  it  very  difficult  to  replace  the  TV  for  $100.  A  more  realistic 
replacement  cost  for  the  TV  might  be  $600.  Contents  replacement-cost  pro- 
tection is  an  option  available  in  most  homeowner's  insurance  policies  (includ- 
ing the  renter's  form)  that  pays  the  full  replacement  cost  of  any  personal  prop- 
erty. The  standard  limitation  that  applies  to  contents  (50  percent  of  insured 
value  of  the  dwelling)  remains  in  effect  if  contents  replacement-cost  protection 
is  purchased.  Thus,  the  overall  limit  on  contents  may  need  to  be  raised,  since  it 
is  easier  to  reach  the  50  percent  figure  when  replacement-cost  valuation  is  used. 

Coverage  for  Liability  Losses  Standard  homeowner's  policies  typically  provide 
$100,000  of  personal  liability  coverage,  $1000  of  no-fault  medical  expense  cov- 
erage, and  $250  of  no-fault  property  damage  coverage.  Wise  risk  managers  con- 
sider increasing  the  policy  limits  for  all  three  of  these  coverages.  The  extra  cost 
is  small  and  the  rule  "never  risk  a  lot  for  a  little"  applies. 

How  Homeowner's  Insurance  Is  Priced  Many  factors  affect  the  pricing  of  home- 
owner's insurance,  with  the  most  important  being  the  amount  and  type  of  cov- 
erage and  the  number  of  perils  covered.  Insurance  companies  vary  their  premi- 
ums based  on  the  adequacy  of  the  fire-fighting  system  in  a  town  or  city.  Even 
the  distance  of  the  home  from  a  fire  hydrant  can  influence  the  premium.  The 
type  of  construction  used  to  build  a  house  may  affect  the  homeowner's  insur- 
ance premium  as  well.  In  addition,  the  loss  experience  of  the  company  may  alter 
the  premium  because  the  company  must  collect  sufficient  premiums  to  pay  the 
loss  claims  made  by  its  customers. 
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Did  You 


KNOW 


What  Happens  When  You  Fail  to  Fully  Insure  Your  Home 


Twin  brothers,  Chris  and  Colin  Shearer,  are  circus 
clowns  from  Sarasota,  Florida.  Each  owns  a  home 
with  a  replacement  value  of  $100,000,  and  each 
home  suffers  a  $40,000  fire  loss  over  and  above  the 
deductible.  Chris,  who  took  a  personal  finance  class 
in  college,  had  insured  his  home  for  $80,000. 
Colin,  in  an  attempt  to  save  some  money,  had 
insured  his  home  for  $72,000.  Applying  Equation 
(10.2),  each  brother  determines  the  amount  he  will 
be  reimbursed  for  the  loss  to  his  dwelling. 
Chris's  calculations  are 


R     = 


$40,000  x 

$40,000  x 
$40,000 


$80,000 


($100,000  x  0.80) 
$80,000 


$80,000 


Thus,  Chris  will  be  fully  covered  for  his  loss. 


Colin's  calculations  are 
R    =      $40,000  x 

=     $40,000  x 


$72,000 


($100,000  x  0.80) 
$72,000 


$80,000 


=      $40,000  x  0.90 

=     $36,000 

Thus,  Colin  will  be  reimbursed  for  only  $36,000 
of  his  loss.  His  failure  to  insure  his  house  for  80 
percent  of  its  replacement  cost,  or  $80,000  = 
($100,000  x  0.80),  means  he  will  be  covered  for 
only  90  percent  ($72,000  *  $80,000),  and  he  must 
pay  10  percent  of  any  loss— in  this  case,  $4000. 
All  of  this  extra  expense  occurs  because  he  tried  to 
save  about  $50  per  year  in  insurance  premiums. 


|J    Design  an  automobile 
insurance  program  to  meet 
your  needs  and  keep  the 
cost  of  the  plan  to  a 
minimum. 


Automobile  Insurance 

Both  owning  and  driving  an  automobile  expose  you  to  the  risk  of  devastating 
financial  losses.  A  split-second  error  in  driving  judgment  or  simple  bad  luck  can 
result  in  a  loss  of  thousands  of  dollars  in  property  damage  and  personal  injury. 
Automobile  insurance  combines  the  liability  and  property  insurance  coverages 
needed  by  automobile  owners  and  drivers  into  a  single-package  policy.  More 
than  30  states  require  automobile  owners  to  purchase  automobile  insurance,  and 
the  remainder  require  automobile  owners  to  show,  in  advance,  financial  respon- 
sibility for  any  accident  that  might  occur.  This  requirement  is  most  commonly 
satisfied  through  the  purchase  of  automobile  insurance. 


Losses  Covered 

Automobile  insurance  combines  four  distinct  types  of  coverage:  (A)  liability 
insurance;  (B)  medical  payments  insurance;  (C)  protection  against  uninsured 
(and  sometimes  underinsured)  motorists;  and  (D)  insurance  for  physical  damage 
to  the  insured  automobile.  Each  coverage  has  its  own  policy  limits,  conditions, 
and  exclusions.  Table  10.4  summarizes  the  coverage  provided  by  automobile 
insurance  coverage  for  persons  not  specifically  excluded  in  the  policy. 
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Table  10.4 


Summary  of  Automobile  Insurance  Coverages 


Section    Type  of  Coverage 

A  LIABILITY  INSURANCE 

(1)  Bodily  injury  liability 


(2)  Property  damage 
liability 


MEDICAL  PAYMENTS 


UNINSURED  AND 

UNDERINSURED 

MOTORISTS 


PHYSICAL  DAMAGE 

(1)  Collision 

(2)  Comprehensive 


Persons  Covered 

Relatives  living  in  insured's 
household  driving  an 
owned  or  nonowned 
automobile 

Relatives  living  in  insured's 
household  driving  an 
owned  or  nonowned 
automobile 

Passengers  in  insured 
automobile  or  nonowned 
automobile  driven  by 
insured  family  member 

Anyone  driving  insured  car 
with  permission  and  insured 
family  members  driving 
nonowned  automobiles  with 
permission 


Anyone  driving  insured 
car  with  permission 
Not  applicable 


Property  Covered 
Not  applicable 


Automobiles  and 
other  property 
damaged  by  insured 
driver  while  driving 

Not  applicable 


Not  applicable 


Insured  automobile 

Insured  automobile 
and  its  contents 


Recommended  Limits 

At  least  legally  required 
minimums  or 
$250,000/$500,000, 
whichever  is  greater 

At  least  legally  required 
minimum  or  $100,000, 
whichever  is  greater 

$50,000  or  higher 


$50,000/$  100,000 
or  higher,  if  available 


Actual  cash  value 
less  deductible 
Actual  cash  value 
less  deductible 


Liability  Insurance  (Coverage  A)  Liability  insurance  covers  the  insured  when  he 
or  she  is  held  responsible  for  losses  suffered  by  others.  Two  types  of  liability  can 
arise  out  of  the  ownership  and  operation  of  an  automobile.  First,  automobile 
bodily  injury  liability  occurs  when  a  driver  or  car  owner  is  held  legally  respon- 
sible for  bodily  injury  losses  suffered  by  other  persons,  including  pedestrians. 
Second,  automobile  property  damage  liability  occurs  when  a  driver  or  car 
owner  is  held  legally  responsible  for  damage  to  the  property  of  others.  Such 
damage  can  include  damage  to  another  vehicle,  a  building,  or  roadside  signs  and 
poles.  The  typical  bodily  injury  liability  claim  is  more  than  five  times  the  aver- 
age property  damage  liability  claim.  Furthermore,  the  cost  of  insurance  claim 
settlements  and  court  awards  resulting  from  automobile  accidents  has  risen 
steadily  in  recent  years. 

The  policy  limits  for  automobile  liability  insurance  are  usually  quoted  with 
three  figures,  such  as  100/300/50,  with  each  figure  representing  a  multiple  of 
$1000  (Figure  10.2).  The  first  of  the  three  figures  is  the  maximum  that  will  be 
paid  for  liability  claims  for  one  person's  bodily  injury  losses  resulting  from  an 
automobile  accident  ($100,000  in  our  example).  The  middle  figure  represents 
the  overall  maximum  that  will  be  paid  for  bodily  injury  liability  losses  to  any 
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Figure  10.2 


Automobile  Liability  Insurance  Policy  Limits 


Automobile  liability  insurance  limits  may  be  quoted  as  three  figures: 

100/300/50 

I I    I I  L 


$100,000 
Per-person  bodily  injury  limit 
specifying  that  $100,000  is 
the  most  that  will  be  paid  for 
any  one  person's  bodily  injury 
liability  losses  from  an  accident. 


$300,000 
Per-accident  bodily  injury  limit 
specifying  that  $300,000  is 
the  most  that  will  be  paid  for 
all  bodily  injury  liability  losses 
from  an  accident. 

OR 


$50,000 
Per-accident  property  damage 
liability  limit  specifying  that 
$50,000  is  the  most  that  will 
be  paid  in  property  damage 
liability  losses  arising  out 
of  an  accident. 


They  may  be  quoted  as  a  single  figure: 

$250,000 

Per-accident  limit  for  all  liability  losses  specifying 
$250,000  as  the  most  that  will  be  paid  in  any 
liability  losses  arising  out  of  one  accident. 


number  of  persons  resulting  from  an  automobile  accident  ($300,000  in  our  exam- 
ple). The  third  figure  represents  the  maximum  that  will  be  paid  for  property 
damage  liability  losses  resulting  from  an  accident  ($50,000  in  our  example). 

In  some  policies,  the  liability  limits  are  stated  as  a  single  figure,  such  as 
$250,000.  Under  such  policies,  all  property  and  bodily  injury  liability  losses  from 
an  accident  would  be  paid  until  the  limit  is  reached. 

Liability  insurance  covers  the  insured  for  losses  suffered  by  others;  it  cannot 
be  used  to  pay  for  bodily  injury  losses  suffered  by  the  insured  or  for  property 
damage  to  that  driver's  car.  Injured  passengers  of  the  at-fault  driver  may  collect 
under  the  driver's  liability  coverage,  but  only  after  exhausting  the  coverage  pro- 
vided under  medical  payments  (discussed  below)  and  only  after  reimbursement 
is  made  to  persons  injured  in  other  vehicles  or  as  pedestrians. 

Medical  Payments  Insurance  (Coverage  B)  Automobile  medical  payments 
insurance  covers  bodily  injury  losses  suffered  by  the  driver  of  the  insured  vehi- 
cle and  any  passengers  regardless  of  who  is  at  fault.  Medical  losses  occurring 
within  one  year  and  as  a  direct  result  of  an  accident  will  be  reimbursed  up  to  the 
limits  of  the  policy.  Automobile  medical  payments  insurance  also  covers  insured 
family  members  who  are  injured  while  passengers  in  any  car,  or  who  are  injured 
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by  a  car  when  on  foot  or  riding  a  bicycle.  Medical  payments  coverage  is  subject 
to  a  single  policy  limit,  which  is  applied  per  person  per  accident. 

A  number  of  states  have  adopted  some  type  of  no-fault  automobile  insurance 
mechanism.  In  such  states,  insureds  collect  first  (and  possibly  only)  from  their 
own  insurance  company  for  bodily  injury  losses  resulting  from  an  automobile 
accident,  regardless  of  who  was  at  fault.  In  these  states,  the  medical  payments 
coverage,  which  is  often  referred  to  as  personal  injury  protection  (PIP),  covers 
the  driver  and  any  passengers  for  bodily  injury  losses  as  well  as  possibly  wages 
and  rehabilitation  expenses.  Under  medical  payments  or  PIP,  drivers  and  their 
injured  parties  collect  directly  from  the  driver's  insurer.  If  the  driver  was  not  at 
fault,  his  or  her  insurer  pays  the  claims  and  then  may  be  able  to  exercise  subro- 
gation rights  against  the  at-fault  party.  Subrogation  rights  allow  an  insurer  to 
take  action  against  a  negligent  third  party  (and  that  party's  insurance  company) 
to  obtain  reimbursement  for  payments  made  to  an  insured.  Subrogation  rights 
are  limited  in  no-fault  states. 

Uninsured  and  Underinsured  Motorist  Insurance  (Coverage  C)  Sometimes  the 
driver  at  fault  in  an  automobile  accident  carries  no  insurance  or  insufficient  lia- 
bility insurance.  To  protect  against  such  losses,  an  insured  can  purchase  unin- 
sured and  underinsured  motorist  insurance  as  part  of  the  automobile  insurance 
policy.  When  the  medical  payments  coverage  is  exhausted,  such  uninsured 
motorist  coverage  will  take  over.  Uninsured  motorist  insurance  protects  the 
insured  and  the  insured's  passengers  from  bodily  injury  losses  (and,  in  a  few 
states,  property  damage  losses)  resulting  from  an  automobile  accident  caused  by 
an  uninsured  motorist.  Uninsured  motorist  insurance  provides  protection  above 
that  extended  under  the  automobile  medical  payments  insurance.  Underin- 
sured motorist  insurance  protects  the  insured  and  his  or  her  passengers  from 
bodily  injury  losses  (and,  in  some  cases,  property  damage  losses)  when  the  at- 
fault  driver  has  insurance  but  coverage  is  insufficient  to  reimburse  the  losses.  The 
limits  for  uninsured  motorist  insurance  are  quoted  in  a  manner  similar  to  that 
for  automobile  liability  insurance.  For  example,  uninsured  motorist  protection 
with  limits  of  50/100  would  provide  up  to  $50,000  for  any  one  injured  person 
and  up  to  $100,000  for  multiple  bodily  injury  losses  in  one  accident.  Most  states 
require  insurers  to  offer  uninsured  and  underinsured  motorist  insurance.  Such 
insurance  is  a  wise  risk-management  choice  and  carries  a  very  low  premium — 
often  less  than  $25  per  year. 

Physical  Damage  Insurance  (Coverage  D)  A  number  of  perils  can  cause  property 
losses  to  an  insured  automobile.  Automobile  physical  damage  insurance  pro- 
vides protection  from  losses  due  to  damage  to  your  car  from  collision,  theft,  and 
other  perils.  The  most  common  peril  is,  of  course,  a  collision  with  another  vehi- 
cle or  an  object.  In  general,  the  cars  with  the  highest  collision  losses  per  vehicle 
tend  to  be  smaller,  sportier  models.  The  other  most  common  peril  is  theft.  Again, 
sportier  models  are  often  associated  with  a  greater  frequency  of  theft  claims. 

Collision  insurance  reimburses  an  insured  for  losses  resulting  from  a  colli- 
sion with  another  car  or  object  or  from  a  rollover.  The  insurer  pays  the  cost  of 
repairing  or  replacing  the  insured's  car  regardless  of  fault.  When  the  other  driver 
is  at  fault,  subrogation  rights  allow  the  insurer  to  obtain  reimbursement  through 
that  driver's  property  damage  liability  protection.  Collision  insurance  is  written 


CHAPTER   10     Risk  Management  and  Property  /  Liability  Insurance  291 


with  a  deductible  that  usually  ranges  $100  to  $1000.  If  you  carry  collision  insur- 
ance coverage  on  your  own  car,  you  are  generally  covered  when  you  drive  some- 
one else's  car  with  their  permission. 

Driving  a  rental  car  exposes  you  to  the  same  potential  liabilities  as  driving 
your  own  vehicle.  If  you  have  automobile  liability  insurance,  such  liabilities  will 
be  covered  while  you  drive  a  rented  car.  But  what  about  the  damages  to  the 
rented  car?  The  answer  hinges  on  whether  you  carry  collision  coverage  on  your 
car  and  whether  that  coverage  extends  to  rented  vehicles.  Most  automobile 
insurance  policies  provide  such  coverage.  The  rental  company  may  also  seek  to 
hold  you  liable  for  the  lost  rental  fees  while  the  car  undergoes  repairs,  however. 
Check  with  your  insurance  agent  before  renting  a  car  to  find  out  if  you  are  pro- 
tected. If  so,  you  can  decline  the  offer  of  collision  damage  waiver  (CDW)  and  loss 
damage  waiver  (LDW)  insurance  from  the  rental  company  These  might  add  $25 
per  day  to  the  cost  of  renting  while  duplicating  your  existing  protection. 

Comprehensive  automobile  insurance  protects  against  property  damage 
losses  caused  by  perils  other  than  collision  and  rollover.  Covered  perils  include 
fire,  theft,  vandalism,  hail,  and  wind,  among  many  others.  Comprehensive 
insurance  is  written  on  an  open-perils  basis,  and  often  includes  a  deductible 
ranging  from  $100  to  $500. 

When  you  have  a  loss  that  qualifies  under  collision  and  comprehensive 
insurance,  an  estimate  of  the  repair  cost  will  be  made.  If  the  estimate  exceeds  the 
book  value  of  the  car,  the  lower  of  the  two  figures  is  paid,  less  any  deductible. 
The  book  value  of  a  car  is  based  on  the  average  current  selling  price  of  cars  of 
the  same  make,  model,  and  age.  Many  automobile  insurance  purchasers  drop 
collision  insurance  on  cars  that  have  lost  much  of  their  resale  value. 

Other  Protection  Two  other  inexpensive,  but  sometimes  important,  coverages 
are  also  available  to  automobile  insurance  buyers.  Towing  coverage  pays  the 
cost  of  having  a  disabled  automobile  transported  for  repairs.  It  usually  pays  only 
the  first  $25  or  $50  per  occurrence  but  will  cover  any  towing  need — not  just  one 
due  to  an  accident.  Rental  reimbursement  coverage  provides  a  rental  car  when 
the  insured's  vehicle  is  being  repaired  after  an  accident  or  has  been  stolen.  It 
often  has  a  daily  limit  of  $20  to  $30  and,  therefore,  provides  only  part  of  the 
funds  needed  to  obtain  replacement  transportation. 


Types  of  Automobile  Insurance  Policies 

The  family  automobile  policy  (FAP)  and  the  personal  automobile  policy 

(PAP)  are  the  types  of  automobile  insurance  most  commonly  selected  by  indi- 
vidual consumers  and  households.  The  FAP  is  designed  for  automobiles 
owned  by  families  that  include  several  persons  who  might  drive  the  car.  The 
family  automobile  policy  provides  coverage  for  the  owner,  relatives  living  in 
the  owner's  household  unless  specifically  excluded,  and  persons  who  have  the 
owner's  permission  to  operate  the  insured  vehicle.  If  a  friend  loans  you  his  or 
her  car,  your  relatives  living  in  your  household  and  other  persons  acting  on 
your  permission  also  will  be  covered  under  your  family  automobile  policy 
when  driving  that  borrowed  car.  In  contrast,  the  PAP  is  designed  for  automo- 
biles owned  by  an  individual  who  is  likely  to  be  its  only  driver. 
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HOW 


to.. . 


Apply  Automobile  Insurance  to  a  Serious  Auto  Accident 


Just  how  the  many  provisions  in  an  automobile 
insurance  policy  apply  to  a  specific  accident  is  a  mys- 
tery to  many  people.  As  a  result,  the  claims  process 
may  generate  considerable  dissatisfaction  after  an 
accident.  The  example  given  here  and  outlined  in  the 
following  chart  are  intended  to  clarify  the  application 
of  the  multiple  coverages  and  limits. 

In  September  of  last  year,  Donna  Redman,  a  col- 
lege student  from  Greenville,  South  Carolina,  caused 
a  serious  accident  when  she  failed  to  yield  to  an 
approaching  vehicle  while  attempting  to  make  a  left 
turn.  Donna  suffered  a  broken  arm  and  facial  cuts, 
resulting  in  medical  costs  of  SI 254.  Her  passenger, 
Philip  Windsor,  was  seriously  injured,  with  head  and 
neck  wounds  requiring  surgery,  a  two-week  hospital 
stay,  and  rehabilitation.  Philip's  injuries  generated 
medical  costs  of  SI 7,650.  The  driver  of  the  other  car, 
John  Monk,  suffered  serious  back  and  internal 
injuries  and  facial  burns  that  resulted  in  some  disfig- 
urement. His  medical  care  costs  totaled  S22,948.  His 
passenger,  Annette  Combs,  suffered  cuts  and  bruises 
requiring  minor  medical  care  at  a  cost  of  S423.  Both 
cars  were  completely  destroyed.  Donna's  ten-year-old 
Buick  was  valued  at  $2150.  John's  Mazda  Miata  was 
valued  at  $19,350.  The  force  of  the  impact  spun 
John's  car  around,  causing  it  to  destroy  a  traffic- 
signal  control  box  (valued  at  $3650). 

Both  Donna  and  John  were  covered  by  family 
automobile  policies.  In  our  example,  both  Donna's 
and  John's  automobile  insurance  policies  had  liabil- 
ity limits  of  $20,000/$50,000/$  15,000  and  medical 


payments  limits  of  $5000  per  person.  Donna  and 
Philip  were  reimbursed  for  their  medical  losses  by 
Donna's  medical  payments  coverage.  Because  Philip's 
losses  ($17,650)  exceeded  Donna's  medical  payments 
policy  limits,  he  also  made  a  liability  claim  against 
her  policy.  John  Monk's  policy  also  comes  into  play 
here.  Remember  that  medical  payments  insurance 
will  pay  regardless  of  who  is  at  fault  for  an  accident. 
Therefore,  John  and  Annette  were  initially  reim- 
bursed by  John's  policy  for  $5000  (the  policy  limit) 
and  $423,  respectively.  John  then  made  a  claim 
against  Donna's  insurance  company  to  be  reimbursed 
for  the  remainder  of  his  bodily  injury  losses.  Also, 
John's  insurer  exercised  its  subrogation  rights  and 
made  a  claim  against  Donna's  insurer  to  collect  the 
$5000  it  had  paid  John  and  the  $423  it  had  paid 
Annette.  Donna's  policy  paid  $20,000  (the  per- 
person  policy  limit)  toward  John's  injuries  ($15,000 
to  John  and  $5000  to  his  insurance  company)  and 
to  Philip  for  the  $12,650  in  bodily  injury  losses  not 
covered  by  her  medical  payments  protection. 

John's  collision  insurance  covered  the  damage  to 
his  vehicle  less  his  $100  deductible.  John's  insurance 
company  then  applied  its  subrogation  rights  for  the 
entire  amount  of  the  loss  (including  the  deductible) 
against  Donna's  property  damage  liability  coverage. 
Because  Donna's  policy  had  a  maximum  of  $15,000 
in  property  damage  liability  losses,  she  was  required 
to  pay  the  excess  out  of  her  own  pocket.  Donna  col- 
lected $2050  for  her  car  under  her  collision  coverage, 
which  carried  a  $100  deductible. 


Automobile  Insurance  Plans 

It  is  illegal  to  operate  a  motor  vehicle  without  being  financially  responsible  for 
losses  you  might  cause.  To  address  this  need,  most  states  have  established  a 
mechanism  to  provide  coverage  for  drivers  who  may  find  it  difficult — if  not 
impossible — to  obtain  insurance  coverage  at  any  price.  These  automobile  insur- 
ance plans  (AIPs)  for  high-risk  drivers  assign  a  proportional  share  of  uninsur- 
able drivers  to  each  company  writing  automobile  insurance  policies  in  the  state. 
The  proportion  is  based  upon  the  company's  share  of  the  total  automobile  insur- 
ance policies  written  in  that  state.  Not  surprisingly,  the  premiums  for  such  cov- 
erage are  extremely  expensive,  and  coverage  is  usually  limited  to  the  minimum 
liability  insurance  limits.  Drivers  assigned  to  one  of  these  plans  should  check 
with  several  insurers  to  compare  prices. 


CHAPTER   10     Risk  Management  and  Property /Liability  Insurance 


293 


In  total,  Donna  had  to  pay  $1 1,048 
out  of  her  own  pocket,  as  the  policy 
limits  were  exceeded  by  John's  medical 
costs  and  the  property  damage.  If  she 
had  a  single-limit  personal  automobile 
policy  for  $65,000  (the  total  of  her 
$50,000  per  accident  bodily  injury  lia- 
bility and  $15,000  per  accident  prop- 
erty damage  liability),  she  would  have 
had  no  out-of-pocket  liability  losses. 

An  additional  point  needs  to  be 
raised  concerning  situations  in  which 
an  accident  victim  suffers  serious,  per- 
manent injuries  that  are  not  fully  reim- 
bursed by  the  insurance  policy  protect- 
ing the  driver  at  fault.  In  our  example, 
John  suffered  very  painful  injuries 
resulting  in  permanent  disfigurement. 
He  may  wish  to  sue  Donna  for  his  pain 
and  suffering  and  his  unpaid  medical 
expenses.  If  he  were  to  file  such  a  suit, 
Donna  would  be  provided  legal  assis- 
tance by  her  insurance  company.  Any 
judgment  that  exceeds  the  policy  limits 
(remember  that  Donna's  per-person 
policy  limit  has  already  been  reached) 
will  be  Donna's  responsibility,  however. 
Obviously,  both  Donna  and  John  were 
underinsured. 


Donna  Redman's  Accident:  Who  Pays  What? 


Coverage 

Donnas  Policy 

John's  Policy 

Liability  (limits) 

(20/50/15) 

(20/50/15) 

Bodily  injury: 

John  Monk 

$20,000 

Annette  Combs 

423 

Philip  Windsor 

12,650 

Property  damage: 

John  Monk's  car 

15,000 

Medical  payments  (limits): 

($5,000) 

($5,000) 

John  Monk 

5,000  * 

Annette  Combs 

5,000  * 

Donna  Redman 

1,254 

Philip  Windsor 

5,000 

Collision  coverage  (limits): 

(ACV,  $100  deductible) 

(ACV,  $100  deductible) 

Donna's  car 

2,050 

John's  car 

19,250* 

Donna's  out-of-pocket 

expenses: 

John  Monk's  bodily 

injury 

2,948 

John  Monk's  car 

4,350 

Traffic-signal  control  box 

3,650 

Collision  insurance 

deductible            100 

TOTAL 

$11,048 

*  Also  included  in  Donna's  column,  as  John's  company  filed  a  claim  against  Donna  by 
exercising  its  subrogation  rights. 


Buying  Automobile  Insurance 

The  wise  risk  manager  should  shop  carefully  for  automobile  insurance  because 
of  its  high  cost.  The  task  is  to  select  the  proper  automobile  insurance  program 
while  keeping  premiums  as  low  as  possible.  Because  coverages  are  fairly  stan- 
dardized and  premiums  vary  widely,  comparison  shopping  for  premium  prices 
often  saves  considerable  money. 


Determining  Coverages  and  Policy  Limits  The  first  step  toward  designing  an 
adequate  automobile  insurance  program  involves  identifying  the  types  of  losses 
that  might  occur.  This  task  is  not  difficult  because  the  standard  policies  cover 
most  of  the  losses  that  you  can  reasonably  expect  to  face  as  a  result  of  owning 
and  driving  a  car. 
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Next,  you  must  determine  the  amount  of  coverage  you  need.  At  a  minimum, 
you  must  conform  to  the  financial  responsibility  requirements  in  your  state. 
Even  in  states  that  do  not  require  automobile  insurance,  most  automobile  own- 
ers choose  automobile  insurance  as  the  means  to  show  the  required  financial 


DECISION- 
MAKING 

Worksheet 


Buying  Automobile  Insurance 


Even  though  automobile  insurance  premiums  can 
vary  hundreds  of  dollars  annually  among  compa- 
nies, only  about  40  percent  of  consumers  shop 
around  when  they  buy  or  renew  coverage. 

The  following  worksheet  can  be  used  to  record 
automobile  insurance  premium  quotations  obtained 


from  insurers.  Remember  to  add  surcharges  for  pre- 
vious claims  and  other  factors  and  to  subtract  dis- 
counts for  which  you  might  qualify.  If  you  must 
join  an  organization  (e.g.,  American  Automobile 
Association)  to  obtain  coverage  from  an  insurer,  add 
the  membership  fees  to  the  final  premium. 


Coverage  Type 


Coverage/Amount 
of  Deductible 


Company  A 
(example) 


A.  Liability  insurance 

Bodily  injury  250/500  $132 

Property  damage  100  $58 

B.  Medical  payments/personal  injury  protection 

Medical  payments  100  $  51 

PIP  (no-fault  states)  n/a  n/a 

C.  Uninsured/underinsured  motorist  protection 


Uninsured  motorist 

50/100 

$  28 

Underinsured  motorist       50/100 

$  17 

Physical  damage  p 

rotection 

Collision  coverage 

$100  deductible 

$126 

$200  deductible 

$111 

$500  deductible 

$  88 

$1000  deductible 

$  62 

Comprehensive 

no  deductible 

$  59 

$50  deductible 

$  48 

$200  deductible 

$  34 

$500  deductible 

$  24 

Total  premium 

$438 

Plus  surcharges 

n/a 

Less  discounts 

$33 

Final  premium* 

$405 

Company  6 
(your  figures) 


Company  C 
(your  figures) 


n/a 


n/a 


•Premium  for  six  months  for  a  midsize  car  in  a  medium-size  city  based  on  a  $200  collision  deductible  and  a  $100  comprehensive 
deductible. 
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responsibility.  Because  health  care  and  automobile  repair  costs  can  be  enormous, 
it  is  wise  to  buy  as  much  liability  coverage  as  you  can  afford.  Minimum  limits  of 
$250,000/$500,000/$  100,000  are  commonly  recommended.  High  limits  for 
uninsured  and  underinsured  motorist  coverage  are  also  advisable.  Limits  recom- 
mended for  automobile  medical  expense  coverage  are  a  minimum  of  $50,000 
per  person. 

It  may  be  tempting  to  skip  some  of  the  coverages  provided  in  a  policy  to 
reduce  the  overall  premium.  A  reduction  in  premiums  may  be  obtained  by 
eliminating  collision  coverage,  as  the  premium  for  such  collision  coverage 
typically  represents  30  to  40  percent  of  the  total  automobile  insurance  pre- 
mium. This  strategy  is  generally  recommended  only  for  cars  having  a  book 
value  of  less  than  $1000.  Elimination  of  other  nonessential  coverages  (e.g., 
comprehensive  or  uninsured/underinsured  motorist  insurance)  would  yield 
little  savings  and  would  sharply  reduce  protection. 

How  Automobile  Insurance  Is  Priced  The  premium  charged  for  an  automobile 
insurance  policy  is  based  on  as  many  as  52  characteristics  that  describe  the  dri- 
ver, the  car  itself,  and  the  usage  of  the  car.  These  characteristics  are  used  to  place 
the  insured  in  one  of  more  than  160  classes.  Members  of  the  same  class  have  a 
similar  probability  of  loss.  The  same  price  per  unit  of  insurance  is  assigned  to 
each  member  of  the  class  and  then  adjusted  to  account  for  the  individual  dri- 
ver's accident  and  traffic  violation  experience,  as  well  as  any  discounts  for  which 
the  driver  qualifies.  The  resulting  price  per  unit  is  then  multiplied  by  the  num- 
ber of  units  applicable  to  the  selected  coverage  to  obtain  the  premium. 


J    Describe  property  and 
liability  insurance  policies 
designed  to  meet  needs 
other  than  those  related  to 
housing  and  automobiles. 


Other  Property  and  Liability  Loss  Exposures 

Many  individuals  need  protection  against  property  and  liability  losses  that  are 
not  covered  by  homeowner's  or  automobile  policies.  This  section  will  discuss 
some  of  the  less  well-known,  but  still  important,  property  and  liability  policies. 

Floater  Policies 

Floater  policies  provide  all-risk  protection  for  accident  and  theft  losses  to  mov- 
able personal  property  (such  as  cameras,  sporting  equipment,  and  clothing) 
regardless  of  where  the  loss  occurs.  Although  floater  protection  is  part  of  the 
standard  homeowner's  insurance  policy,  additional  coverage  can  be  added  to  a 
homeowner's  policy  or  purchased  as  a  separate  policy.  Scheduled  floater  poli- 
cies provide  insurance  protection  for  specifically  identified  items  of  personal 
property.  Unscheduled  floater  policies  provide  insurance  protection  for  certain 
classes  of  property  or  all  movable  property  owned  by  the  insured. 

Many  items  of  personal  property  are  transported  in  automobiles  and  kept  at 
temporary  residences  such  as  motel  rooms  and  college  dormitories.  Automobile 
insurance  policies  do  not  cover  portable  personal  property.  If  covered  under  a 
homeowner's  policy  while  in  the  home,  however,  personal  property  will  be  cov- 
ered elsewhere  under  the  standard  floater  protection  provided  by  the  home- 
owner's policy.  For  example,  a  compact  disc  player  permanently  installed  in  a  car 
would  not  be  considered  portable  and  thus  would  be  covered  by  the  automobile 
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policy.  If  it  can  be  removed  for  use  indoors,  the  CD  player  would  be  covered 
under  the  homeowner's  (or  renter's)  policy.  Claims  for  losses  can  be  made  up  to 
one  year  after  the  date  of  the  loss.  Theft  and  vandalism  losses  can  best  be  docu- 
mented with  a  police  report. 

Professional  Liability  Insurance 

Professionals,  such  as  surgeons,  dental  hygienists,  and  accountants,  can  be  held 
legally  liable  for  losses  suffered  by  their  patients  or  clients.  Professional  liabil- 
ity insurance  (sometimes  called  malpractice  insurance)  protects  individuals 
and  organizations  that  provide  professional  services  when  they  are  held  liable 


Save  Money  on  Property  and  Liability  Insurance 


The  buyer  of  property  and  liability  insurance  must 
be  careful  to  buy  adequate  coverage  while  keeping 
insurance  expenditures  to  a  minimum.  Some  sug- 
gestions for  reaching  this  goal  follow: 

Shop  around  for  the  lowest-cost  coverage. 
Considerable  savings  can  be  realized  by  seeking 
quotes  from  several  agents  and  direct  sellers.  To 
obtain  a  quote,  simply  telephone  an  agent  or  direct 
seller  and  provide  some  basic  descriptive  informa- 
tion. Insurance  premiums  can  vary  by  100  percent 
or  more  for  essentially  the  same  coverage.  Most 
agents  will  provide  quotes  over  the  telephone,  so 
don't  hesitate  to  use  the  yellow  pages  when  consid- 
ering a  new  policy  or  renewal  of  an  existing  policy. 
Insurance  ads  provide  little  useful  information  to 
insurance  purchasers,  especially  cost  information. 
The  insurance  regulatory  agency  in  your  state  may 
publish  more  helpful  insurance  buyer's  guides  that 
discuss  how  to  buy  specific  types  of  insurance,  com- 
pare premiums,  and  rate  the  companies  providing 
such  insurance.  Consumer  Reports  magazine  periodi- 
cally publishes  feature  articles  that  discuss  insurance. 

Select  appropriate  coverages  and  limits. 

Buy  only  needed  coverages  and  select  policy  limits 

appropriate  for  the  largest  potential  losses. 

Assume  risks  that  are  affordable. 

Assume  risks  that  you  can  afford— by  raising  a 

deductible,  for  example— and  insure  against  losses 


that  would  be  financially  unaffordable.  Buy  the 
highest  liability  limits  (such  as  250/500/100  for 
automobile  liability),  and  pay  for  them  with  the 
savings  gained  from  choosing  a  high  collision 
deductible  (e.g.,  $500). 

Take  advantage  of  discounts. 

Most  insurance  companies  offer  discounted  premi- 
ums for  policyholders  who  buy  several  types  of 
insurance  (e.g.,  both  automobile  and  homeowner's 
insurance)  from  them.  A  discount  is  common  for  a 
college  student  listed  on  a  parent's  policy  if  the  stu- 
dent does  not  have  a  car  at  school  and  the  school  is 
at  least  100  miles  from  the  parent's  home. 

Engage  in  loss  control. 

Many  companies  charge  lower  premiums  to  policy- 
holders who  take  steps  to  reduce  the  probability  or 
severity  of  loss.  For  example,  discounts  are  available 
if  you  install  dead-bolt  door  locks  or  a  fire  extin- 
guisher in  your  home.  Ask  your  agent  what  you 
need  to  do  to  qualify. 

Make  sure  you  are  properly  classified. 
You  can  save  money  by  making  sure  that  you 
have  been  placed  in  the  proper  class  for  premium- 
determination  purposes.  Verifying  that  you  are  in 
the  proper  class  is  also  important  because  a  claim 
may  be  denied  if  premiums  were  based  on  an  inap- 
propriate classification. 
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Figure  10.3 


How  Umbrella  Policies  Work 
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Types  of  Exposures 

Umbrella  policies  generally  exclude  automobile,  aircraft, 
watercraft.and  professional  liability  exposures  unless 
these  are  included  in  one  of  the  basic  plans. 


for  the  losses  of  their  clients.  Policy  limits,  deductibles,  premiums,  and  other 
characteristics   of  such   policies   vary   widely   depending   on   the   profession 
involved.  Generally,  professional  liability  policies  are  written  with  policy  limits 
of  $250,000  or  more.  A  $1  million  professional  liability  policy  written  for  a  fam- 
ily therapist  may  cost  as  little  as  $300  per  year;  in  contrast, 
some  surgeons  pay  $60,000  or  more  per  year  for  professional 
liability  insurance. 

Comprehensive  Personal 
Liability  Insurance 

Owning  a  home  and  driving  a  car  are  not  the  only  sources 
of  potential  liability  you  may  face.  Consider,  for  example, 
the  case  of  Bill  Crain,  a  pharmacist  from  Golden,  Colorado. 
While  climbing  in  a  restricted  area,  he  accidentally  loosened 
some  rocks,  which  fell  down  the  slope  and  seriously  injured 
hikers  below.  Because  Bill  was  in  a  restricted  area  and  had 
failed  to  warn  the  hikers  of  his  presence,  he  was  held  liable 
for  their  injuries  and  was  ordered  to  pay  a  court  judgment  of 
$78,000.  Fortunately  for  Bill,  he  was  protected  by  a  com- 
prehensive personal  liability  insurance  policy,  which  pro- 
vides protection  from  liability  losses  that  might  arise  out  of 
activities  that  are  unrelated  to  business  or  the  use  of  an  auto- 
mobile. Recall  that  the  standard  homeowner's  insurance 
policy  provides  comprehensive  personal  liability  insurance 
up  to  a  specified  limit.  Individuals  who  lack  such  coverage 
or  who  desire  higher  limits  can  purchase  a  separate  compre- 
hensive personal  liability  policy. 

Umbrella  Liability  Insurance 

It  is  possible  to  lose  one's  entire  life  savings  as  a  result  of  a 
single  liability  loss.  Thus,  persons  who  are  risk-averse  and 
those  with  a  high  degree  of  exposure  to  such  a  catastrophe 
may  want  to  buy  broad  liability  protection  with  a  policy 
limit  of  $1  million  or  more.  Umbrella  liability  insurance  is 
a  personal  catastrophe  liability  policy  that  covers  both  gen- 
eral and  automobile  liability  protection.  Professional  liabil- 
ity can  also  be  included  if  the  insured  also  carries  a  basic  pro- 
fessional liability  insurance  policy.  Umbrella  liability  poli- 
cies provide  two  benefits.  First,  the  types  of  losses  covered 
are  broader  than  those  recognized  by  more  narrowly  defined 
policies.  Second,  these  policies  provide  for  high  dollar 
amounts  of  coverage  over  and  above  the  basic  policies.  To  be 
covered  for  these  higher  limits,  you  must  carry  the  basic 
coverages  as  well. 

Figure  10.3  provides  an  illustration  of  how  umbrella 
policies  work.  In  this  case,  the  insured  has  an  automobile 
insurance  policy  with  total  liability  limits  of  $130,000  (the 
total  liability  coverage  for  one  accident  is  $100,000  per 
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bodily  injury  plus  $30,000  for  property  damage),  a  homeowner's  insurance  pol- 
icy with  liability  protection  of  5100,000  supplemented  by  a  $100,000  compre- 
hensive personal  liability  policy,  and  a  $150,000  professional  liability-  insurance 
policy.  If  the  insured  bought  an  umbrella  policy  with  a  $1  million  limit  and  then 
experienced  a  $750,000  professional  liability  loss,  the  umbrella  policy  would 
provide  protection  of  $600,000  after  the  professional  liability  policy  limits  were 
exceeded.  Umbrella  policies  are  relatively  low  in  cost  when  purchased  to  sup- 
plement basic  policies  (perhaps  $150  per  year  for  $1  million  of  protection)  and 
protect  against  virtually  all  major  liability  exposures  one  might  face. 


B 


Outline  the  steps  to 
make  a  claim  against  a  prop- 
erty or  liability  insurance 
policy. 


Collecting  on  Your  Property  and  Liability  Losse; 

A  tangible  benefit  of  owning  insurance  becomes  evident  when  a  loss  occurs  and 
reimbursement  is  obtained.  After  a  loss,  you  first  contact  your  insurance  agent 
or  company  claims  representative.  Take  this  step  as  soon  as  possible.  Then  keep 
the  company  informed  of  everything  relevant  to  the  loss,  even  if  it  requires  daily 
or  weekly  contact  until  the  claim  is  settled.  The  tenacious  claimant  is  most  likely 
to  collect  fully  on  a  loss. 


Document  Your  Loss 

You  carry  the  burden  of  proof  whenever  a  property  or  liability-  loss  occurs.  Ade- 
quate documentation  of  the  circumstances  and  the  amount  of  the  loss  is  essen- 
tial. In  the  absence  of  such  documentation,  the  insurance  company  will  gener- 
ally interpret  the  situation  in  the  manner  favorable  to  its  interests,  not  yours. 
While  essentially  the  same  in  principle,  the  documentation  needed  for  home- 
owner's and  automobile  insurance  differs  in  detail. 

The  best  way  to  document  a  theft,  fire,  or  other  personal  property  loss  is  with 
pictures.  Photograph  or  videotape  all  valuable  property  in  your  home  when  you 
purchase  it  or  when  you  obtain  insurance  coverage.  Write  the  date  of  purchase, 
price  paid,  description,  model  name  and  number,  and  serial  number  (if  any)  of 
the  property  on  the  back  of  the  photograph  or  verbally  record  it  on  the  video- 
tape. Prepare  a  list  describing  any  items  not  photographed  or  videotaped.  Keep 
such  records  in  a  safe-deposit  box,  in  a  file  cabinet  at  work,  or  with  a  relative.  If 
a  loss  occurs,  file  a  report  with  the  police  or  fire  department,  and  then  present  a 
copy  of  your  documentation  to  the  agent  or  insurance  company. 

You  should  always  file  a  police  report  when  involved  in  an  automobile  acci- 
dent or  have  an  automobile  (or  property  in  the  automobile)  stolen.  Insureds  also 
should  prepare  written  documentation  of  any  automobile  accident  for  their  own 
records.  This  documentation  should  include  a  diagram  of  the  accident  scene 
showing  the  location  of  the  vehicles  before,  during,  and  after  the  time  of  impact, 
plus  the  location  of  traffic  lights  and  signs  and  any  landmarks  (for  example,  road 
construction  or  repairs).  The  description  includes  a  written  narrative  giving  the 
time  and  place  of  the  accident,  the  direction  of  travel  and  estimated  speed  of  the 
cars  involved,  road  and  weather  conditions,  and  behavior  of  the  parties  involved. 
If  possible,  obtain  the  names  and  addresses  of  any  witnesses.  Detailed  notes  will 
help  prove  your  claim  in  the  event  of  later  litigation. 
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File  Your  Claim 

An  insurance  claim  is  a  formal  request  to  the  insurance  company  for  reim- 
bursement for  a  covered  loss.  All  of  the  documentation  and  information  will  be 
requested  by  the  insurance  agent  or  claims  adjuster,  who  is  the  person  desig- 
nated by  the  insurance  company  to  assess  whether  the  loss  is  covered  and  to 
determine  the  dollar  amount  that  the  company  will  pay.  A  claims  adjuster  can 
be  an  employee  of  the  insurance  company  or  someone  who  provides  these  ser- 
vices to  an  insurance  company  for  a  fee.  Generally,  the  insurance  agent  oversees 
the  settlement  process.  Insurance  companies  require  that  claims  be  made  in  writ- 
ing, although  the  adjuster  may  assist  in  completing  the  necessary  forms. 

Sign  a  Release 

The  final  step  in  the  claims-settlement  process  is  the  signing  of  the  release,  which 
is  an  insurance  document  affirming  that  the  dollar  amount  of  the  loss  settlement 
is  accepted  as  full  and  complete  reimbursement  and  that  the  insured  will  make 
no  further  claims  for  the  loss  against  the  insurance  company.  Signing  the  release 
absolves  the  insurance  company  of  any  further  responsibility  for  the  loss.  Never 
sign  a  release  prematurely,  because  the  full  extent  of  the  loss  may  not  manifest 
itself  until  some  time  after  the  loss  occurs — a  particularly  important  concern 
when  bodily  injury  losses  are  involved.  Sometimes  the  insured  is  pressured  into 
signing  the  release  quickly  to  receive  payment,  but  you  should  resist  the  tempta- 
tion to  give  in  to  such  pressure.  When  dealing  with  an  insurance  company,  gen- 
tly— but  firmly — insist  that  adequate  time  elapse  so  that  the  full  magnitude  of  the 
loss  has  a  chance  to  become  evident. 


Did  You 


KNOW 


Who  Decides  Who  Will  Fix  Your  Car 


When  a  car  was  damaged,  the  insured  traditionally 
obtained  repair  estimates  from  two  shops  and  pre- 
sented them  to  the  claims  adjuster,  who  generally 
agreed  to  pay  the  lowest  estimate  as  settlement  for 
the  claim.  The  insured  then  took  responsibility  for 
having  the  car  fixed.  If  the  estimate  proved  to  be 
too  low  or  the  car  was  taken  to  a  repair  shop  other 
than  the  one  with  the  lowest  estimate,  the  insured 
might  have  had  to  pay  the  difference. 

Increasingly,  insurance  companies  are  experi- 
menting with  plans  that  allow  the  company  to  par- 
ticipate in  the  decision  of  where  the  car  will  be 
repaired.  One  such  plan  is  known  as  a  direct  repair 
plan  (DRP).  With  a  DRP,  the  insurer  provides  a  list 
of  repair  shops  that  it  has  prescreened  for  quality 


and  with  which  it  has  negotiated  price  agreements. 
If  the  insured  chooses  a  repair  shop  from  this  list, 
the  insurer  will  cover  all  costs  above  the  deductible 
and  may  even  guarantee  the  work.  The  insured  can 
choose  a  repair  shop  not  on  the  list  but  must  make 
all  of  the  arrangements  and  bear  the  risk  that  the 
repairs  may  cost  more  than  the  settlement.  A  varia- 
tion of  the  DRP  is  the  car  maintenance  organiza- 
tion (CMO)  in  which  the  insured  must  (or  may) 
choose  a  repair  shop  from  a  list  established  by  the 
insurer  to  be  reimbursed  for  car  repairs.  In  return 
for  giving  up  the  right  to  choose  a  repair  shop  not 
on  the  list,  the  insured  may  be  charged  a  reduced 
premium  for  the  policy  or  might  have  all  or  a  por- 
tion of  the  deductible  waived. 
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Summary 


1 .  Personal  financial  managers  must  practice 
risk  management  to  protect  their  present 
and  future  assets  and  income.  Risk  manage- 
ment entails  identifying  the  sources  of  risk, 
evaluating  risk  and  potential  losses,  selecting 
the  appropriate  risk-handling  mechanism, 
implementing  and  administering  the  risk- 
management  plan,  and  evaluating  and 
adjusting  the  plan  periodically. 

2.  Insurance  is  a  mechanism  for  reducing  pure 
risk  by  having  a  larger  number  of  individuals 
share  in  the  financial  losses  suffered  by  all 
members  of  the  group.  It  cannot  be  used  to 
protect  against  a  speculative  risk,  which  car- 
ries the  potential  for  gain  as  well  as  loss.  Nor 
can  insurance  be  used  to  provide  payment  in 
excess  of  the  actual  financial  loss  suffered. 
Insurance  consists  of  two  elements:  (1)  the 
reduction  of  pure  risk  through  application  of 
the  law  of  large  numbers,  and  (2)  the  sharing 
of  losses. 

3.  Homeowner's  insurance  is  designed  to  pro- 
tect homeowners  and  renters  from  property 
and  liability  losses.  Six  different  types  of 
homeowner's  insurance  are  available,  includ- 
ing one  for  renters.  Homeowner's  policies 
can  be  purchased  on  a  named-perils  or  open- 
perils  basis. 

4.  Automobile  insurance  is  designed  to  protect 
the  insured  from  property  and  liability  losses 
arising  from  use  of  a  motor  vehicle.  Policies 
typically  provide  liability  insurance  (both 
bodily  injury  and  property  damage  liability), 
medical  payments  or  personal  injury  protec- 
tion insurance,  property  insurance  on  your 
car,  and  underinsured  and  uninsured 
motorist  insurance.  The  most  commonly 
purchased  type  of  automobile  insurance  is 
the  family  automobile  policy.  The  premium 
for  automobile  insurance  is  based  on  the 
characteristics  of  the  insured  driver,  includ- 
ing age,  gender,  marital  status,  and  driving 
record. 

5.  Other  important  types  of  property  and  lia- 
bility insurance  include  floater  policies  to 


protect  personal  property  regardless  of  its 
location  and  professional  liability  insur- 
ance. 

6.  The  insured  is  responsible  for  documenting 
and  verifying  a  loss.  Photographs  or  video- 
tapes of  the  insured  property  are  ideal  for 
documenting  losses  under  a  homeowner's 
insurance  policy.  A  police  report  provides  the 
best  documentation  for  losses  under  an  auto- 
mobile insurance  policy. 
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Questions  for  Thought  &  Discussion 

1.  Define  risk,  and  distinguish  it  from  odds  or 
chance. 

2.  Describe  three  personal  reactions  to  risk. 
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3.  Describe  the  five  steps  of  risk  management. 

4.  Distinguish  between  loss  frequency  and  loss 
severity. 

5.  Describe  the  mechanisms  available  for  han- 
dling risk. 

6.  Define  insurance. 

7.  Describe  how  insurance  serves  to  reduce  pure 
risk. 

8.  Distinguish  between  perils  and  hazards. 

9.  Differentiate  among  the  three  types  of 
hazards. 

10.  Describe  the  three  characteristics  of  financial 
losses  required  to  make  them  insurable. 

11.  How  does  the  requirement  of  insurable  inter- 
est affect  your  ability  to  buy  insurance? 

12.  Why  is  the  principle  of  indemnity  so  impor- 
tant to  insurance  sellers? 

13.  Describe  the  two-part  essence  of  insurance. 

14.  What  is  an  insurance  policy? 

15.  On  what  key  factors  should  you  focus  in 
an  attempt  to  make  sense  of  an  insurance 
policy? 

16.  Distinguish  between  the  two  types  of  insur- 
ance agents. 

17.  How  might  an  insurance  buyer  use  deduct- 
ibles, coinsurance,  hazard  reduction,  and  loss 
reduction  to  lower  the  cost  of  insurance? 

18.  Distinguish  between  property  and  liability 
insurance. 

19.  Explain  why  you  would  purchase  property 
and  liability  insurance. 

20.  Define  homeowner's  insurance. 

21.  Name  the  five  types  of  losses  covered  under 
the  property  insurance  portion  of  a  home- 
owner's policy. 

22.  Distinguish  between  a  named-perils  policy 
and  an  open-perils  policy. 

23.  Give  an  example  of  a  homeowner's  liability 
loss  that  could  be  covered  under  general  lia- 
bility insurance. 


24.  Briefly  describe  the  six  types  of  homeowner's 
insurance  policies  identified  as  HO-1 
through  HO-4,  HO-6,  and  HO-8. 

25.  What  is  the  result  when  an  insured  fails  to 
insure  the  home  for  the  amount  indicated  by 
the  replacement-cost  requirement? 

26.  In  most  homeowner's  insurance  policies, 
contents  and  personal  property  are  covered 
up  to  what  percentage  of  the  coverage  on 
the  dwelling  itself? 

27.  Distinguish  between  actual  cash  value  and 
contents  replacement-cost  policies. 

28.  Define  automobile  insurance. 

29.  Distinguish  between  the  two  types  of  losses 
covered  by  automobile  insurance. 

30.  Identify  the  two  automobile  insurance  poli- 
cies most  often  purchased  by  individuals  or 
families,  and  name  their  four  parts. 

31.  Many  automobile  insurance  policies  identify 
dollar  coverage  for  the  insured  with  three 
figures  such  as  $100,000/$300,000/$50,000. 
Explain  what  each  figure  means. 

32.  Explain  the  type  of  coverage  provided  under 
automobile  medical  payments  insurance. 

33.  How  do  subrogation  rights  come  into  play  in 
automobile  insurance? 

34.  Distinguish  between  collision  and  compre- 
hensive automobile  physical  damage  insur- 
ance coverage. 

35.  What  type  of  property  loss  would  a  floater 
policy  cover? 

36.  How  might  a  personal  risk  manager  use  an 
umbrella  liability  policy  to  enhance  his  or 
her  insurance  protection? 

37.  What  is  the  best  way  to  document  a  theft, 
fire,  or  other  personal  property  loss  in  the 
home? 

38.  Describe  what  you  should  do  to  file  a  claim 
most  effectively  when  involved  in  an  auto- 
mobile accident. 
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Case! 


DECISIONMAKING  CASES 


The  Smiths' Auto  Insurance 
Is  Not  Renewed 


Harold  and  Katrina  Smith  are  faced  with  a  crisis. 
Their  automobile  insurance  company  has  notified 
them  that  their  current  coverage  expires  in  30 
days  and  will  not  be  renewed.  Both  Harold  and 
their  younger  son  have  had  minor,  at-fault  acci- 
dents in  the  past  year.  The  children  are  otherwise 
good  drivers,  as  are  their  parents.  They  are  con- 
fused because  they  know  families  whose  members 
have  much  worse  driving  records  but  still  have 
insurance. 

(a)  Explain  to  Harold  and  Katrina  why  their  pol- 
icy might  have  been  canceled. 

(b)  Use  the  box  on  page  294  to  give  Harold  and 
Katrina  some  pointers  on  how  to  save 
money  on  their  new  policy. 

Case  2    Abigail  Contemplates  a  New 
Homeowner's  Insurance  Policy 

Abigail  Elizabeth  Proctor  of  Bedford,  Oregon, 
recently  bought  a  home  for  $100,000.  The  previ- 
ous owner  had  an  $80,000  HO-1  policy  on  the 
property,  and  Abigail  can  simply  pay  the  premi- 
ums to  keep  the  same  coverage  in  effect.  Her 
insurance  agent  called  her  and  cautioned  that  she 
would  be  better  off  to  upgrade  the  policy  to  an 
HO-2  or  HO-3  policy.  Abigail  has  turned  to  you  for 
advice.  Use  the  information  in  Table  10.2  to 
advise  Abigail. 

(a)  What  additional  property  protection  would 
Abigail  have  if  she  purchased  an  HO-2 
policy? 

(b)  What  additional  property  protection  would 
Abigail  have  if  she  purchased  an  HO-3 
policy? 

(c)  What  property  protection  would  remain 
largely  the  same  whether  Abigail  had  an 
HO-1,  HO-2,  or  HO-3  policy? 

(d)  Advise  Abigail  on  what  differences  in  liabil- 
ity protection,  if  any,  exist  among  the  three 
policies. 


Case  3    A  Student  Buys  Insurance 
for  a  Used  Car 

Makiko  Iwanami,  a  student  from  Osaka,  Japan,  is 
a  member  of  your  history  class.  She  is  considering 
the  purchase  of  a  used  car  and  has  been  told  that 
she  must  buy  automobile  insurance  to  register  the 
car  and  obtain  license  plates.  She  has  come  to  you 
for  advice,  and  you  have  decided  to  focus  on  three 
aspects  of  automobile  insurance. 

(a)  Explain  how  liability  insurance  works  in  the 
United  States.  Advise  Makiko  about  which 
liability  insurance  limits  she  should  select. 

(b)  Makiko  is  especially  impressed  that  automo- 
bile insurance  includes  medical  payments 
coverage  because  she  has  no  health  insur- 
ance. Explain  why  the  medical  payments 
coverage  does  not  actually  solve  her  health 
insurance  problem  and  describe  the  type  of 
coverage  it  provides. 

(c)  Makiko  is  going  to  pay  cash  for  the  car  and 
doesn't  plan  to  spend  more  than  S2000.  Out- 
line the  coverage  provided  by  collision  insur- 
ance and  factors  that  might  make  such  cov- 
erage optional  for  Makiko. 

Case  4    An  Argument  about  the  Value 
of  Insurance 

You  have  been  talking  to  some  friends  about  how 
much  you  know  about  insurance.  One  young  mar- 
ried couple  in  the  group  believes  that  insurance  is 
really  a  waste  of  money  in  most  cases.  They  argue 
that  "the  odds  of  most  bad  events  occurring  are  so 
low  that  you  need  not  worry."  Furthermore,  they 
say  that  "buying  insurance  is  like  pouring  money 
down  a  hole;  you  rarely  have  anything  to  show  for 
it  in  the  end."  Based  on  what  you  learned  from 
this  chapter,  how  might  you  argue  against  this 
couple's  point  of  view? 


Financial  Math  Questions 


■ 


1.   Roseanne  and  Dan  Connor  of  Chicago,  Illi- 
nois, recently  suffered  a  fire  in  their  home. 
The  fire  began  in  a  crawl  space  at  the  back  of 
the  house,  causing  $24,000  of  damage  to  the 
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dwelling.  The  garage,  valued  at  $8400,  was 
totally  destroyed  but  did  not  contain  a  car  at 
the  time  of  the  fire.  Replacement  of  their 
personal  property  damaged  in  the  home  and 
garage  totaled  $18,500.  In  addition,  $350  in 
cash  and  a  stamp  collection  valued  at  $3215 
were  destroyed.  While  the  damage  was  being 
repaired,  the  Connors  stayed  in  a  motel  for 
one  week  and  spent  $1350  on  food  and  lodg- 
ing. The  house  had  a  value  of  $95,000  and 
was  insured  for  $68,400  under  an  HO-3 
comprehensive-form  homeowner's  policy 
with  a  $250  deductible.  Use  Table  10.2  to 
answer  this  case.  (Hint:  You  must  first  deter- 
mine whether  the  Connors  have  adequate 
dwelling  replacement  coverage  and,  if  not, 
what  percentage  of  the  necessary  80  percent 
coverage  they  do  have.  The  resulting  answer 
will  determine  the  percentage  of  the  loss  to 
the  dwelling  covered,  and  consequently  the 
amount  to  be  reimbursed  by  the  insurance 
company.) 

(a)  Assuming  that  the  deductible  was  applied 
to  the  damage  to  the  dwelling,  calculate 
the  amount  covered  by  insurance  and  the 
amount  that  the  Connors  must  pay  for 
each  loss  listed:  the  dwelling,  the  garage, 
the  cash  and  stamp  collection,  and  the 
extra  living  expenses. 

(b)  How  much  of  the  amount  of  the  personal 
property  loss  would  be  covered  by  the 
insurance?  Paid  for  by  the  Connors? 

(c)  Assuming  contents  replacement-cost  pro- 
tection on  the  personal  property,  what 
amount  and  percentage  of  the  total  loss 
must  be  paid  by  the  Connors? 

2.   Clyde  Barrow  of  Independence,  Missouri,  has 
owned  his  home  for  ten  years.  When  he  pur- 
chased it  for  $78,000,  Clyde  bought  a 
$78,000  homeowner's  insurance  policy.  He 
still  owns  that  policy  even  though  the 
replacement  cost  of  the  home  is  now 
$110,000. 

(a)  If  Clyde  suffered  a  $20,000  fire  loss  to  the 
home,  what  percentage  and  dollar 
amount  of  the  loss  would  be  covered  by 
his  policy? 


(b)  How  much  insurance  on  the  home 

should  Clyde  carry  to  be  fully  reimbursed 
for  a  fire  loss? 

3.   Louise  Miller  of  Denver,  Colorado,  drives  a 
three-year-old  Plymouth  valued  at  $5600. 
She  has  a  $75,000  personal  automobile  pol- 
icy with  $10,000  per  person  medical  pay- 
ments coverage  and  both  collision  ($200 
deductible)  and  comprehensive.  David  Smith 
of  Fort  Collins,  Colorado,  drives  a  two-year- 
old  Chevrolet  Lumina  valued  at  $8500.  He 
has  a  25/50/15  family  automobile  policy 
with  $20,000  in  medical  payments  coverage 
and  both  collision  ($100  deductible)  and 
comprehensive.  Late  one  evening,  while  he 
was  driving  back  from  Rocky  Mountain 
National  Park,  David's  car  crossed  the  center 
line  of  the  road,  striking  Louise's  car  and 
forcing  it  into  the  ditch.  David's  car  also  left 
the  road  and  did  extensive  damage  to  the 
front  of  a  roadside  store.  The  following  table 
outlines  the  damages  and  their  dollar 
amounts. 

Item  Amount 

Bodily  injuries  suffered  by  Louise  $  6,800 
Bodily  injuries  suffered  by  Fran, 

a  passenger  in  Louise's  car  28,634 

Louise's  car  5,600 

Bodily  injuries  suffered  by  David  2,700 
Bodily  injuries  suffered  by  Cecilia, 

a  passenger  in  David's  car  12,845 

David's  car  8,500 

Damage  to  the  roadside  store  14,123 

Complete  the  chart  below  and  use  the  infor- 
mation to  answer  the  following  questions: 

(a)  How  much  will  Louise's  policy  pay  Louise 
and  Fran? 

(b)  Will  subrogation  rights  come  into  play? 
In  what  way? 

(c)  How  much  will  David's  bodily  injury  lia- 
bility protection  pay? 

(d)  To  whom  and  how  much  will  David's 
property  damage  liability  protection  pay? 

(e)  To  whom  and  how  much  will  David's 
medical  protection  pay? 
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(f)  How  much  reimbursement  will  David 
receive  for  his  car? 

(g)  How  much  will  David  be  required  to  pay 
out  of  his  own  pocket? 


David  Smith's  Accident:  Who  Pays  What? 

Coverage 
Liability  (limits) 
Bodily  injury 

Louise 

Fran 

Cecilia 
Medical  payments  (limits) 

David 

Louise 

Fran 

Cecilia 
Collision  coverage  (limits) 

David's  car 

Louise's  car 

David's  out-of-pocket 
expenses 

Fran's  bodily  injury 

Excess  property 
damage  losses 

Collision  insurance 
deductible 

TOTAL 


David's    Louise's 
Policy       Policy 


4.   Cindy  Cassady  of  Terre  Haute,  Indiana, 
recently  had  a  hospital  stay  for  removal  of 
her  appendix.  Her  hospital  insurance  policy 
has  a  $250  deductible  per  year  and  a  coinsur- 
ance requirement  that  she  pay  20  percent 
and  her  insurance  company  pay  80  percent 
of  any  loss.  This  event  was  her  only  hospital- 
ization for  the  year. 

(a)  How  much  of  the  loss  was  paid  by 
Cindy? 

(b)  How  much  of  the  loss  was  paid  by  her 
insurance  company? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

The  Hernandezes  Consider 
Additional  Liability  Insurance 

Victor  and  Maria's  next-door  neighbor,  Joan  Saun- 
ders, was  recently  sued  over  an  automobile  acci- 
dent and  was  held  liable  for  5437,000  in  damages. 
Joan's  automobile  policy  limits  were  100/300/50. 
Because  of  the  shortfall,  she  had  to  sell  her  house 
and  move  into  an  apartment.  Victor  and  Maria  are 
now  concerned  that  a  similar  tragedy  could  poten- 
tially befall  them.  They  have  a  homeowner's  pol- 
icy with  $100,000  in  comprehensive  personal  lia- 
bility coverage,  an  automobile  policy  with 
50/100/25  limits,  and  a  small  ($100,000)  profes- 
sional liability  policy  through  Maria's  employer. 

1.  How  might  Victor  and  Maria  more  fully  pro- 
tect themselves  through  their  homeowner's 
and  automobile  insurance  policies? 

2.  What  additional  benefits  would  they  receive 
in  buying  an  umbrella  liability  policy? 


The  Johnsons  Decide  How  to 
Manage  Their  Risks 

The  financial  affairs  of  the  Johnsons  have  become 
much  more  complicated  since  we  began  following 
them  in  Chapter  2.  Both  Harry  ($75  per  month) 
and  Belinda  ($200  per  month)  have  been  given 
raises  at  work.  They  have  purchased  a  $125,000 
condominium  that  has  added  about  $400  per 
month  to  their  housing  expense.  They  have  pur- 
chased a  $3200  used  car,  adding  about  $120  per 
month  to  their  expenses.  As  a  result  of  these 
changes,  Harry  and  Belinda  realize  that  they  now 
face  greater  risks  in  their  financial  affairs.  They 
have  decided  to  review  their  situation  with  an  eye 
toward  managing  their  risks  more  effectively.  Use 
Table  10.1,  their  net  worth  and  income  and 
expense  statements  at  the  end  of  Chapter  2,  and 
other  information  in  this  chapter  to  answer  the 
following  questions: 

1.   What  are  Harry  and  Belinda's  major  sources 
of  risk  from  home  and  automobile  owner- 
ship, and  what  is  the  potential  magnitude  of 
loss  from  each? 


CHAPTER   10     Risk  Management  and  Property /Liability  Insurance 


305 


2.  Given  the  choices  listed  in  Step  2  of  Table 
10.1,  how  would  you  advise  that  the  John- 
sons handle  the  sources  of  risk  listed  in  ques- 
tion 1? 


■■■i 
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Exploring  the  World  Wide 
Web  of  Personal  Finance 

To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hrnco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Visit  the  Web  site  for  the  National  Associa- 
tion of  Insurance  Commissioners,  where  you 
will  find  a  map  of  the  United  States  through 
which  you  can  link  to  your  state  insurance 
regulator's  Web  site.  If  available,  obtain  an 
insurance  buyer's  guide  for  automobile  and 
homeowner's  insurance  that  describes  policy 
provisions  and  compares  insurance  rates.  Use 
these  rate  comparisons  to  select  two  automo- 
bile insurance  companies  that  would  be 
appropriate  for  your  needs.  Write  or  tele- 
phone the  companies  to  obtain  specific  pre- 
mium quotations  for  the  desired  insurance 
protection.  Do  the  same  for  single-family 
dwelling,  condominium,  or  renter's  insur- 
ance, depending  upon  your  circumstances. 


2.  Visit  the  Web  site  for  the  Insurance  News 
Network.  Check  the  minimum  automobile 
liability  insurance  requirements  for  your 
state. 

3.  Visit  the  Web  site  for  A.  M.  Best,  Inc.  For 
your  automobile  and  homeowner's  insurance 
providers  (and  perhaps  one  or  two  others 
that  you  have  seen  advertised),  determine 
the  current  rating  for  each  company  on  the 
basis  of  its  financial  strength.  When  you 
have  found  the  rating  for  the  first  company, 
click  "ratings  category"  to  see  an  explanation 
of  the  ratings  given  by  A.  M.  Best.  Check 
Standard  &  Poor's,  which  also  provides  such 
ratings.  Compare  the  ratings  given  by  the 
two  organizations. 

4.  Visit  the  Web  site  for  the  Highway  Loss  Data 
Institute.  For  your  own  vehicle  and  one  or 
two  you  would  like  to  own,  check  on  how 
the  vehicles  stack  up  against  the  competition 
in  terms  of  injury  and  collision  and  theft 
losses.  For  additional  information  along 
these  lines,  visit  the  Web  site  of  the  Insur- 
ance Institute  for  Highway  Safety. 

5.  Visit  the  Web  site  for  the  Insurance  News 
Network,  where  you  will  find  an  explanation 
of  the  coverages  provided  by  the  various 
forms  of  homeowner's  insurance.  How  are 
special  cases  such  as  flood,  earthquake,  and 
windstorm  handled  under  these  policies? 


Health  Care  Planning 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


Li    Identify  the  major 
sources  of  health  care  plans. 


■3    Describe  the  major  types 
of  coverage  provided  by 
health  care  plans. 


J    Explain  the  major  provi- 
sions of  health  care  plans 
and  insurance  policies. 


D 


Describe  the  purpose 
and  major  features  of  dis- 
ability income  insurance. 


Four  types  of  losses  can  result  from  an  injury  or  illness.  The  most  obvious  is 
the  expense  for  direct  medical  care.  The  other  three  types  are  often  over- 
looked, although  they  may  result  in  large  dollar  losses  as  well.  They  are  losses 
resulting  from  the  need  for  recuperative  care,  for  rehabilitation,  and  for  replace- 
ment of  income  lost  while  the  patient  is  unable  to  work.  To  protect  themselves 
from  these  losses,  approximately  85  percent  of  Americans  are  covered  by  some 
form  of  health  care  (or  simply  health)  plan — that  is,  health  insurance  or 
another  program  that  pays  for  or  provides  reimbursement  for  health  care  expen- 
ditures and/or  losses.  This  chapter  is  designed  to  improve  your  understanding  of 
these  plans.  We  first  address  the  major  sources  of  health  care  plans.  A  thorough 
examination  of  the  types  of  coverage  provided  by  health  care  plans  follows.  The 
next  section  covers  important  contractual  provisions  of  health  care  plans  and 
health  insurance  policies.  The  final  section  covers  the  important  topic  of  dis- 
ability income  insurance. 
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II    Identify  the  major 
sources  of  health  care  plans. 


Providers  of  Health  Care  Plans 

You  can  obtain  health  care  benefits  as  an  individual  or  as  a  member  of  a  group. 
A  group  health  care  plan  is  sold  collectively  to  an  entire  group  of  persons  rather 
than  to  individuals.  Group  plans  may  be  more  desirable  than  obtaining  health 
care  benefits  individually  for  three  reasons.  First,  a  participant  may  be  able  to 
obtain  group  coverage  at  lower  rates.  Second,  employers  often  provide  group 
coverage  as  an  employee  benefit  for  their  workers.  Third,  persons  who  have 
existing  health  problems  may  find  it  easier  to  obtain  group  coverage  as  the 
underwriting  is  based  on  the  entire  group  rather  than  an  individual.  Note  that 
group  health  care  plans  generally  have  an  open  enrollment  period  annually  for 
about  one  month  during  which  one  might  begin  or  make  changes  in  coverage 
or  switch  among  alternative  plans.  Only  minimal  changes  are  allowed  outside 
this  time  period. 


Private  Insurance  Companies 

Health  insurance  provides  protection  against  financial  losses  resulting  from  ill- 
ness, injury,  and  disability.  It  may  cover  hospital,  surgical,  dental,  and  other 
medical  expenditures.  Because  so  many  different  companies  exist,  do  not  trust 
advertising  to  provide  the  necessary  information  as  it  rarely  mentions  the  exclu- 
sions that  can  reduce  benefits. 


Managed  Care  Plans 

A  managed  care  plan  is  any  health  care  plan  that  pays  or  reimburses  for  health 
care  expenditures  and  exerts  significant  control  over  the  conditions  under  which 
health  care  can  be  obtained.  The  two  most  common  forms  of  managed  care 
plans  are  preferred  provider  organizations  (PPOs)  and  health  maintenance  orga- 
nizations (HMOs).  Examples  of  controls  can  range  from  preapproval  of  hospital 
admissions  to  restrictions  on  which  hospital  or  doctor  can  be  used.  Today  more 
than  three-fourths  of  U.S.  workers  with  health  benefit  plans  are  covered  by  a 
managed  care  plan. 


Preferred  Provider  Organization  A  preferred  provider  organization  (PPO)  is 

a  group  of  medical  care  providers  (doctors,  hospitals,  and  other  health  care 
providers)  who  contract  with  a  health  insurance  company  to  provide  services  at 
a  discount.  The  discount  is  then  passed  along  to  the  policyholders  in  the  form 
of  reductions  or  elimination  of  deductibles  and  coinsurance  requirements  if  they 
choose  the  PPO  providers  for  their  medical  care.  The  discounts  do  not  apply  if 
the  policyholders  receive  health  care  from  non-PPO  members.  Should  the  fee 
charged  by  a  nonmember  exceed  the  amount  that  the  insurer  considers  reason- 
able, policyholders  must  pay  the  excess. 

Consider  the  case  of  Earl  Fletcher,  who  works  for  a  large  engineering  firm  in 
Birmingham,  Alabama.  His  firm's  health  insurance  plan  has  contracted  with  a 
PPO  representing  a  local  university's  teaching  hospital  and  its  affiliated  physi- 
cians. Because  Earl  chose  the  university  hospital  for  treatment  of  a  broken 
ankle,  he  saved  $150  on  the  $250  deductible  and  did  not  have  to  pay  the  usual 
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20  percent  coinsurance  share  of  the  bill.  Of  course,  he  gave  up  the  right  to  go 
to  his  family  doctor,  who  is  not  a  PPO  member,  although  he  could  still  see  that 
physician  for  other  health  care  needs  in  the  future. 

Provider  Sponsored  Networks  A  provider  sponsored  network  (PSN)  (also 
called  a  provider  sponsored  organization)  consists  of  a  group  of  cooperating 
physicians  and  hospitals  who  band  together  to  provide  health  insurance  con- 
tracts. They  operate  primarily  in  rural  areas  where  access  to  HMOs  may  be  lim- 
ited. As  a  group,  a  PSN  coordinates  and  delivers  health  care  services  and  man- 
ages the  insurance  plan  financially.  They  contract  with  outside  providers  for 
medical  services  not  available  through  members  of  the  group.  Contracts  are  mar- 
keted to  firms  wishing  to  provide  health  care  plans  to  their  employees,  to  indi- 
viduals, and  as  options  for  those  persons  covered  by  government  health  care 
plans  discussed  below. 

Health  Maintenance  Organizations  Health  maintenance  organizations 
(HMOs)  provide  a  broad  range  of  health  care  services  to  members  on  a  prepaid 
basis.  They  do  not  provide  health  insurance,  but  rather  health  care.  Services  are 
available  both  to  groups  and  individuals.  For  a  specific  monthly  fee,  HMO  mem- 
bers receive  a  wide  range  of  health  care  services,  including  hospital,  surgical,  and 
preventive  medical  care.  Many  HMOs  also  provide  eye  examinations,  psychiatric 
care,  and  ambulance  service.  If  an  HMO  cannot  provide  certain  types  of  care,  it 
contracts  with  a  local  hospital  or  clinic  for  those  services.  Typically,  HMOs  oper- 
ate out  of  one  building  or  a  cluster  of  buildings  housing  physicians'  offices, 
treatment  rooms,  laboratories,  and  so  forth. 

A  variation  is  the  individual  practice  association  (IPO),  a  structure  in 
which  the  HMO  contracts  with,  rather  than  hires,  groups  of  physicians  who 
maintain  their  own  offices  in  various  locations  around  town.  Another  variation 
is  a  point-of-service  plan  (POS),  which  combines  features  of  PPOs  and  HMOs. 
The  covered  party  chooses  a  primary  physician  from  an  approved  list  who  either 
provides  treatment  or  refers  the  patient  to  other  approved  providers.  Unlike 
HMOs,  POS  plans  allow  the  patient  to  choose  another  provider  in  return  for  pay- 
ing much  higher  deductibles  and  copayments. 

HMOs  generally  do  not  charge  for  services  over  and  above  the  monthly  fee, 
although  some  plans  require  a  small  copayment  of  $5  to  $20  for  each  office  visit. 
A  goal  of  HMOs  is  to  catch  problems  early,  thereby  reducing  the  probability  of 
subsequent  high-cost  medical  treatment.  Because  HMOs  collect  only  the 
monthly  fee,  they  have  an  incentive  to  keep  costs  and  unnecessary  procedures 
to  a  minimum.  Some  critics  of  HMOs  argue  that  cost-cutting  measures  lead  to  a 
reduction  in  the  quality  of  services  provided.  Another  common  criticism  relates 
to  the  reduced  freedom  of  choice  among  physicians.  Members  are  assigned  a 
primary-care  physician  by  the  HMO,  but  they  are  seen  by  another  physician  if 
their  primary-care  physician  is  not  on  duty  when  they  seek  treatment.  The 
primary-care  physician  must  order  or  approve  referrals  to  health  care  specialized 
providers  within  the  HMO. 

Federal  law  requires  that  employers  of  more  than  25  workers  that  provide 
group  health  insurance  benefits  to  their  employees  also  offer  HMO  membership 
as  an  alternative  if  an  HMO  in  the  area  has  solicited  their  business.  It  would  cer- 
tainly pay  to  investigate  the  HMO  alternative  if  it  is  available  to  you  either 
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through  a  group  or  as  an  individual.  While  the  monthly  HMO  fee  may  be 
slightly  higher  than  the  group  or  individual  health  insurance  premiums,  the 
avoidance  of  deductibles  and  coinsurance  costs  can  more  than  offset  the  extra 
monthly  cost.  When  considering  an  HMO,  ask  questions  about  turnover  rates 
among  the  physicians  (high  is  bad,  low  is  good),  the  level  of  satisfaction  among 
current  members,  reimbursement  policies  for  medical  expenses  incurred  when 
you  are  out  of  town,  and  the  waiting  time  for  a  nonemergency  appointment  (ten 
to  14  days  should  be  the  maximum).* 


Government  Health  Care  Plans 

The  government  operates  two  major  health  care  programs:  Medicare  and  Med- 
icaid. Medicare  is  a  program  administered  by  the  Social  Security  Administration 
that  provides  payment  for  hospital  and  medical  expenses  of  persons  aged  65  and 
over  and  some  others.  Medicaid  is  a  program  of  health  care  for  the  poor  that  is 
jointly  administered  and  funded  by  the  federal  and  state  governments.  In  addi- 
tion, military  veterans  are  eligible  for  free  or  low-cost  health  care  provided  at 
Veterans  Administration  (VA)  medical  centers. 

Medicare  Medicare  is  funded  by  means  of  the  Social  Security  payroll  tax. 
Medicare  beneficiaries  include  persons  aged  65  and  older  who  are  eligible  for 
Social  Security  retirement  benefits,  federal  civilian  employees  aged  65  and  older 
who  retired  after  1982,  persons  who  are  eligible  for  Social  Security  disability  ben- 
efits, and  individuals  with  kidney  disorders  that  require  kidney  dialysis  treat- 
ments. 

Medicare  is  divided  into  two  parts.  Medicare  Part  A  is  the  hospitalization 
portion  of  the  program  and  requires  no  premium.  Medicare  Part  B  is  the  sup- 
plementary medical  expense  insurance  portion  of  the  Medicare  program.  This 
optional  program  is  open  to  all  Part  A  recipients  and  to  anyone  else  age  65  or 
older.  Those  choosing  Part  B  pay  a  monthly  premium  ($45.50  in  1999)  that  is 
adjusted  annually. 

Medicare  Part  A  will  pay  benefits  for  up  to  90  days  of  hospitalization  per  ben- 
efit period.  A  benefit  period  begins  on  the  first  day  of  any  hospitalization  and 
lasts  until  the  patient  goes  60  consecutive  days  without  hospitalization.  No  lim- 
its are  placed  on  the  number  of  benefit  periods  that  a  person  may  use.  For  a 
longer  hospital  stay,  a  patient  may  draw  on  a  lifetime  maximum  of  60  reserve 
days  of  benefits. 

Medicare  Part  B  will  pay  benefits  for  medical  expenses  related  to  outpatient 
care,  doctor  office  visits,  or  certain  other  services.  It  requires  the  payment  of  an 
annual  deductible  that  is  adjusted  annually  and  is  now  over  $100;  it  also 
includes  an  80  percent/20  percent  coinsurance  requirement.  Thus,  Part  B  will 
reimburse  80  percent  of  the  reasonable  approved  charge  for  covered  expenses. 

Medicare  recipients  must  select  among  six  approaches  for  managing  their 
Medicare  plan.  The  first  approach  is  the  traditional  Medicare  option,  called  Orig- 
inal Medicare,  which  operates  much  like  the  Part  A/Part  B  plan.  The  second 
approach  involves  a  Medicare  HMO  option  with  the  HMO  being  operated  by  a 

The  National  Committee  for  Quality  Assurance  maintains  a  Web  site  on  the  Internet  that  is  used 
to  publish  its  ratings  of  HMOs  (www.ncqa.org). 
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private  health  insurance  or  HMO  organization.  The  third  choice  is  a  Medicare 
PPO  that  provides  more  options  for  care  providers  than  are  available  under  the 
HMO  option.  The  fourth  approach  is  an  HMO  run  by  a  network  of  local  physi- 
cians and  hospitals  that  must  charge  fees  within  Medicare  Administration  guide- 
lines. The  final  two  plans — private  health  insurance  subsidized  by  Medicare  and 
a  medical  savings  account  option — are  designed  for  higher-income  recipients 
who  wish  to  chip  in  their  own  funds  to  enhance  the  coverage  provided  by 
Medicare. 

Medicaid  Eligibility  for  Medicaid  is  based  on  household  income  and  net  worth. 
Health  services  provided  through  Medicaid  vary  from  state  to  state,  but  gener- 
ally include  hospital,  surgical,  and  medical  care.  In  some  states,  dental  care  for 
children  may  be  covered  as  well.  A  key  feature  of  Medicaid  is  its  coverage  of  cus- 
todial long-term  and  nursing  home  care.  Elderly  who  have  spent  down  their 
assets  on  long-term  care  may  be  eligible  to  receive  Medicaid  coverage. 


A    Describe  the  major  types 
of  coverage  provided  by 
health  care  plans. 


Coverages  Provided  by  Health  Care  Plans 

The  term  "health  care  plan"  is  a  general  name  for  a  wide  variety  of  health  insur- 
ance policies  and  other  plans  that  protect  against  health  care  losses.  No  one  pol- 
icy or  plan  provides  coverage  for  all  types  of  losses.  The  purchaser  of  a  health 
care  plan  faces  a  situation  not  unlike  that  of  a  diner  who  must  choose  from  an 
a  la  carte  menu — that  is,  he  or  she  must  select  coverages  for  medical  expenses, 
recuperative  care,  and  rehabilitative  care.  The  following  sections  discuss  the 
health  benefits  "menu"  from  the  perspective  of  private  health  insurance,  but 
HMOs  and  government  health  care  plans  also  follow  a  very  similar  pattern  of 
benefits.  These  plans  are  also  summarized  in  Table  11.1. 


Hospital  Coverage 

Hospital  (or  hospitalization]  coverage  protects  you  from  the  costs  arising  out 
of  a  stay  in  a  hospital,  including  room  and  board  charges,  routine  laboratory 
expenses,  general  nursing  services,  basic  supplies,  and  drugs.  Approximately  80 
percent  of  all  Americans  are  covered  by  some  form  of  hospital  coverage, 
although  many  have  inadequate  protection. 

In  insurance  plans,  there  are  three  types  of  hospital  coverage:  (1)  hospital 
expense  insurance,  (2)  hospital-service-incurred  plans,  and  (3)  hospital  indem- 
nity insurance.  Hospital  expense  insurance  provides  cash  reimbursement  for 
specific  hospital  expense  items  incurred  during  a  hospital  stay.  These  expenses 
include  the  per-day  hospital  room  charges  and  miscellaneous  hospital  expenses 
(e.g.,  drugs,  supplies,  and  so  on).  A  hospital-service-incurred  (or  fee-for- 
service)  plan  pays  the  hospital  directly  for  the  covered  services  rather  than  pro- 
viding a  cash  reimbursement  to  the  insured  for  hospital  expenses.  Hospital 
indemnity  insurance  provides  a  cash  payment  of  a  specific  amount  per  day  of 
hospitalization.  No  attempt  is  made  to  match  the  payment  to  a  specific  item  of 
expense.  Such  a  plan  might  pay  up  to  $200  per  day  of  hospitalization,  up  to  a 
maximum  number  of  days. 
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Table  11.1 


Recommended  Criteria  for  Health  Care  Plans 

■■■■■■■■ 


Plan* 

Hospital 
coverage 


Policy  Limits 

Should  pay  usual, 
reasonable,  and 
customary  charges  for 
a  period  of  180  days 
per  episode;  semiprivate 
room  recommended 


Deductible 


Coinsurance/ 
Copayment 


Small  deductible 
($200)  can  be  used 
to  lower  premium; 
deductible  should 
apply  on  an  annual 
basis 


None 


Coordination 
of  Benefits 

Primary 


Exclusions 

Exclusions  should  be  kept  to  a 
minimum;  maternity  benefits 
can  be  excluded,  as  can 
mental  illness  benefits  and 
hospitalization  for  elective 
cosmetic  surgery 


Surgical 
coverage 


Should  pay  usual, 
reasonable,  and 
customary  charges 
with  no  limit 


None 


None  Primary  Should  be  few  exclusions; 

elective  cosmetic  surgery 
can  be  excluded;  outpatient 
and  doctor's  office  surgical 
procedures  should  not  be 
excluded 


Medical  expense  coverage 


Drugs 


$1000  annually 


$100  annually 


$5or$10 

copayment 

recommended 


Primary 


; 


Home  nursing 
care 

X  rays 


Full  payment  for 
30  days  per  episode 

$500  annually 


None 


$50  annually 


None 


Supplement 
to  hospital 
coverage 

Supplement 
to  hospital 
coverage 


Maternity 


$10  copay- 
ment per 
X  ray  may 
help  lower 
premium 

Maternity  protection  should  treat  a  maternity  event  like  any  other  hospitalization  episode 
and  surgical  procedure 


Drugs  provided  during 
hospitalization  should  be 
covered  under  hospital 
coverage;  will  not  cover 
nonprescription  drugs  and 
medicines 
None 


None 


Major  medical       $500,000  per 
episode 


$500  annually  20  percent/        Supplemental 

80  percent         to  basic  plans 
with  $10,000 
cap 


Very  few  exclusions 
recommended,  such  as 
cosmetic  surgery 


Comprehensive     Any  comprehensive  plan  chosen  should  have  at  least  the  same  features  as  the  combined  basic 
and  major  medical  plans  outlined  above 


Dental 


$3000  annually 


$100  annually  10  percent  Primary  Exclusion  of  orthodontic 

or  20  percent  procedures  may  help  reduce 

coinsurance  premiums;  cleaning  and  other 

would  help  preventive  care  should  not  be 

lower  premium  excluded 


Vision  care 


Not  recommended 


Supplemental 
Dread  disease 
Accident 
Medigap 


Not  recommended 
Not  recommended 
See  major  medical  recommendations 


All  policies  should  be  written  on  a  guaranteed  renewable  basis. 
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Surgical  Coverage 

Surgical  coverage  protects  you  from  the  expenses  of  surgical  procedures.  A  sur- 
gical-service-incurred (or  fee-for-service)  insurance  plan  pays  the  surgical  ser- 
vice providers — the  surgeon,  anesthesiologist,  hospital,  and  others — directly  for 
their  services.  Surgical-service-incurred  plans  usually  pay  the  usual,  customary, 
and  reasonable  (ucr)  charge,  based  on  what  most  service  providers  charge  for 
similar  services  within  your  specific  geographic  area.  If  your  surgeon  charges 
more  than  the  plan's  allowable  charge,  you  may  be  liable  for  the  difference, 
especially  if  you  choose  a  care  provider  who  is  not  an  approved  provider  under 
your  plan.  Surgical  plans  may  have  deductible  and  coinsurance  requirements. 

Medical  Expense  Coverage 

Medical  expense  coverage  provides  reimbursement  for  physician  and  medical 
services  other  than  those  directly  connected  with  surgery.  It  may  pay  for  non- 
surgical outpatient  procedures,  X  rays,  doctor's  visits,  prescription  drugs,  and 
other  bills.  Such  plans  usually  include  a  dollar  maximum  per  year,  as  well  as  a 
coinsurance  clause  and  a  deductible  clause.  The  deductible  clause  is  often  writ- 
ten on  an  item  basis  rather  than  in  terms  of  an  annual  dollar  amount. 

Major  Medical  Expense  Insurance 

The  three  types  of  health  care  coverage  discussed  thus  far  are  sometimes  referred 
to  as  providing  "first  dollar"  protection.  They  will  pay  the  first  dollar  (or  nearly 
so)  of  a  covered  health  care  expense.  If  you  rely  solely  on  hospital,  surgical,  and 
medical  expense  coverage,  however,  you  may  be  reimbursed  for  small  losses  but 
could  be  wiped  out  by  a  serious  illness  whose  costs  go  beyond  the  limits  of  your 
protection. 

Major  medical  expense  insurance  provides  reimbursement  for  a  broad 
range  of  medical  expenses,  including  hospital,  surgical,  and  medical  expenses, 
and  may  have  policy  limits  as  high  as  $1  million  and  annual  deductibles  as  high 
as  $1000.  It  is  often  used  as  a  supplement  to  hospital,  surgical,  and  medical 
expense  coverage.  Thus,  major  medical  insurance  will  cover  expenses  beyond 
those  covered  by  the  more  basic  plans  but  only  after  its  deductible  has  been  met. 

Most  major  medical  policies  include  a  coinsurance  clause,  which  requires 
you  to  pay  a  percentage  (usually  20  percent)  of  health  care  expenses  (up  to  some 
limit)  once  the  deductible  is  met.  Table  11.2  shows  how  a  supplemental  major 
medical  plan  might  apply  to  a  $200,000  health  care  emergency  incurred  by  Joe 
Preston,  of  Boise,  Idaho.  Even  with  a  $150,000  limit  on  the  major  medical  pol- 
icy and  reimbursement  from  hospital,  surgical,  and  medical  expense  insurance, 
Joe  will  still  face  out-of-pocket  expenses  of  $26,600.  Given  today's  rising  health 
care  costs,  a  major  medical  policy  with  an  overall  limit  of  $500,000  may  not  be 
sufficient. 


Comprehensive  Health  Insurance 

A  comprehensive  health  insurance  plan  combines  the  protection  provided  by 
hospital  insurance,  surgical  insurance,  medical  expense  insurance,  and  major 
medical  expense  insurance  into  a  single  policy.  Such  a  package  of  protections 
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Table  11.2 


Major  Medical  Expense  Insurance 

Applied  to  Joe  Preston's  Stroke  and  Neurosurgery 


Items  covered  by  "first-dollar"  protection 
(hospital,  surgical,  and  medical  expense  insurance) 

Major  medical  deductible 

Portion  of  the  loss  subject  to  major  medical 
coinsurance  clause 

Remainder  covered  by  major  medical  insurance 

Expenses  beyond  major  medical  policy  limit 

TOTALS 


Total  Expen 

ses  $200,000 

Paid  by  Joe 

Paid  by  Insurer 

$         0 

$  23,400 

500 

2,000 

8,000 

142,000 

24,100 

0 

$26,600 

$173,400 

$1 50,000  aggregate  policy  limits,  S500  deductible,  20  percent/80  percent  coinsurance  requirement,  $2000 
out-of-pocket  coinsurance  cap. 


provides  both  the  coverage  of  the  basic  plans  and  the  broad,  high-limit  coverage 
of  major  medical  insurance.  Comprehensive  health  insurance  plans  usually 
include  a  $100  or  $200  annual  deductible  and  a  20  percent  coinsurance  require- 
ment for  all  expenses  up  to  the  coinsurance  cap.  Policy  limits  of  $1  million  or 
more  are  common.  A  benefit  of  a  comprehensive  policy  is  that  you  do  not  need 
to  determine  which  policy  applies  to  a  given  expense.  Comprehensive  health 
insurance  plans  are  primarily  available  on  a  group  basis,  and  many  employers 
who  wish  to  provide  a  full  line  of  health  insurance  coverage  to  workers  take  the 
approach  of  offering  one  comprehensive  policy. 


Dental  Expense  and  Vision  Care  Insurance 

Dental  expense  insurance  provides  reimbursement  for  dental  care  expenses.  It 
is  similar  to  other  forms  of  health  insurance  in  that  it  includes  deductibles,  coin- 
surance requirements,  maximum  payments  for  specific  procedures,  and  overall 
policy  limits.  Oral  surgery  is  often  excluded  from  such  policies  but  may  be  cov- 
ered under  surgical  expense  insurance.  Most  dental  expense  insurance  is  written 
on  a  group  basis  as  an  employment  benefit. 

Vision  care  insurance  provides  reimbursement  for  the  expenses  related  to 
the  purchase  of  glasses  and  contact  lenses.  Such  a  policy  would  cover  eye  exam- 
inations, refraction  tests,  fitting  of  the  lenses,  and  the  cost  of  the  lenses  and 
frames.  Most  vision  care  insurance  is  written  on  a  group  basis  as  an  employment 
benefit.  For  an  individual,  vision  care  insurance  is  probably  not  a  good  buy.  The 
cost  of  glasses  is  not  so  high  nor  the  risk  great  enough  to  prevent  such  expenses 
from  being  paid  out  of  the  regular  budget.  Furthermore,  the  highest  expenses  for 
eye  care  arise  out  of  diseases  and  injuries  to  the  eyes,  which  would  be  covered 
under  general  health  insurance  plans. 
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Medicare  Supplement  (Medigap)  Insurance 

Medicare  supplement  insurance  (sometimes  called  Medigap  insurance)  is 
intended  to  broaden  and  supplement  the  protection  provided  by  Medicare. 
Medicare  has  certain  deductibles  and  coinsurance  requirements  that  may  make 
the  purchase  of  a  supplemental  policy  desirable.  According  to  federal  law,  only 
ten  variations  (Plans  A  through  J)  may  be  sold  to  supplement  Medicare.  These 
variations  range  from  a  basic  plan  covering  Medicare  Part  A  per-day  coinsurance 
and  Medicare  Part  B  coinsurance  only  (Medigap  Plan  A)  to  one  that  covers  vir- 
tually all  medical  care  costs  not  covered  by  Medicare  (Medigap  Plan  J).  Only  one 
Medigap  policy  is  needed  by  an  individual  because  Plan  B  contains  the  essential 
elements  of  Plan  A,  and  Plan  C  contains  the  essential  elements  of  Plan  B,  and  so 
on.  Each  plan  (A  through  J)  is  virtually  identical  across  all  insurance  companies, 
making  it  easier  to  compare  premium  quotes  for  a  specific  plan.  Note  that  Medi- 
gap policies  generally  will  not  cover  the  full  cost  of  custodial  nursing  home  care 
or  physician  charges  that  exceed  those  accepted  by  Medicare.  Medigap  policies 
are  not  needed  by  people  eligible  for  Medicaid;  such  persons  should  contact 
their  local  Medicaid  office  to  inquire  about  information  on  special  benefits  that 
supplement  Medicare. 


Did  You 


KNOW 


How  Dual-Income  Families  Select 
Health  Care  Fringe  Benefits 


You  may  be  understating  your  true  income  by 
thousands  of  dollars  if  you  think  of  your  salary  as 
your  only  payment  for  employment.  An  employee 
benefit  is  any  payment  for  employment  that  is  not 
provided  in  the  form  of  wages,  salary,  or  commis- 
sions. Many  employees  receive  40  to  50  percent 
over  and  above  their  salary  in  the  form  of 
employee  benefits.  Some  of  the  most  common  ben- 
efits include  fully  paid  or  subsidized  group  health 
insurance,  group  life  insurance,  retirement  pro- 
grams, savings  programs,  tuition  subsidies,  unem- 
ployment insurance,  child  care,  clothing 
allowances,  and  employee  discounts.  The  value  of 
these  benefits  becomes  even  greater  when  you  con- 
sider that  the  income  they  represent  is  often  non- 
taxable or  tax-deferred. 

Dual-income  households  often  experience 
duplication  of  some  benefits.  For  example,  both 
Harry  and  Belinda  Johnson's  employers  provide 


partially  subsidized  family  health  insurance  plans 
as  employee  benefits.  The  Johnsons  chose  to  be 
covered  under  Belinda's  policy  because  it  provides 
more  protection  and  is  less  expensive. 

Hany's  employer  offers  a  flexible  approach 
toward  providing  employee  benefits.  Employees  are 
provided  with  a  maximum  dollar  amount  to  be 
used  for  benefits.  They  then  choose  from  a  "menu" 
of  employee  benefits.  Harry  has  decided  to  forgo 
his  health  insurance  to  receive  tuition  support  for 
his  master's  degree  and  some  additional  life  insur- 
ance protection.  He  has  decided  not  to  take  the 
employer-provided  disability  income  insurance  and 
will  seek  a  policy  on  his  own.  This  choice  may  turn 
out  to  be  advantageous  because  disability  benefits 
are  subject  to  income  taxation  if  paid  from 
employer-provided  plans;  by  paying  the  premiums 
himself,  Harry  can  avoid  taxes  on  the  disability 
income  should  he  become  disabled. 
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Long-Term  Care  Insurance 

Many  health  care  episodes  are  followed  by  a  period  of  time  where  the  patient  no 
longer  needs  skilled  medical  care  but  does  need  assistance  to  a  degree  that 
requires  confinement  in  a  nursing  home  or  special  help  at  home.  This  need  is 
especially  prevalent  with  the  extremely  elderly  (over  age  85)  and  patients  with 
Alzheimer's  disease.  Such  costs  are  not  covered  by  health  insurance,  PPOs, 
HMOs,  or  Medicare  because  the  care  is  not  medically  necessary.  Nevertheless,  this 
long-term  care  may  cost  more  than  $30,000  per  year. 

Long-term  care  insurance  provides  reimbursement  for  costs  associated  with 
intermediate  and  custodial  care  in  a  nursing  facility  or  at  home.  Key  features  to 
assess  when  considering  such  a  policy  include  the  following: 

•  The  type  of  care  covered.  While  the  largest  expenses  related  to  long-term  care 
result  from  a  stay  in  a  nursing  home,  many  people  are  able  to  remain  in  their 
homes  with  the  assistance  of  visiting  nurses,  therapists,  and  even  house- 
keepers. Long-term  care  policies  can  be  written  to  cover  such  in-home  care. 

•  Your  age.  The  younger  you  are  when  you  take  out  your  policy,  the  lower  the 
premium.  This  difference  arises  because  premiums  can  be  collected  for  many 
years  before  long-term  care  is  needed  at  an  advanced  age.  The  trade-off  lies 
between  buying  young  and  paying  premiums  for  many  years  versus  waiting 
to  purchase  a  policy,  at  which  time  it  may  be  difficult  to  buy  coverage 
because  of  the  preexisting  condition  exclusion. 


Did  You 


KNOW 


Ways  People  Address  Their  Need  for  Long-Term  Care 


About  40  percent  of  the  over-65  population  can 
expect  to  spend  time  in  a  nursing  home,  although 
less  than  20  percent  will  stay  there  more  than  one 
year.  Although  Medicaid  covers  purely  custodial 
(nonmedical)  care,  the  program  is  meant  for  the 
poor,  and  income  and  wealth  must  be  extremely 
low  to  qualify.  How  do  those  elderly  who  have 
built  up  considerable  retirement  funds  intended  for 
both  the  person  who  needs  the  long-term  care  and 
for  his  or  her  surviving  spouse  handle  this 
dilemma?  Must  they  have  their  wealth  virtually 
eroded  by  the  cost  of  long-term  care  before  they 
can  qualify  for  Medicaid? 

In  one  sense,  the  answer  is  yes.  It  is  also  possi- 
ble for  the  wealth  to  be  given  away  to  relatives 
through  gifts  and  through  irrevocable  trusts  (cov- 
ered in  Chapter  19)  to  bring  wealth  down  to  a  level 


that  allows  one  to  qualify  for  Medicaid.  Such  tech- 
niques require  the  services  of  a  lawyer  specializing 
in  estate  planning.  They  also  pose  a  moral 
quandary.  Is  it  right  to  "hide"  wealth  by  giving  it 
away  to  close  relatives  solely  to  qualify  for  a  gov- 
ernment program  intended  for  the  poor?  Many 
people  recoil  from  such  techniques  out  of  a  sense 
of  justice  or  a  desire  to  avoid  the  stigma  of  taking  a 
handout.  Of  course,  you  may  also  pay  your  own 
long-term  care  expenses  until  most  wealth  is 
depleted  and  only  then  seek  Medicaid  assistance. 
One  way  to  plan  for  this  event  is  to  set  up  an 
investment  fund  during  middle  age.  The  amount 
going  into  the  fund  could  be  roughly  equivalent  to 
the  premiums  you  might  pay  for  a  long-term  care 
health  insurance  policy.  Over  20  to  30  years,  the 
fund  could  grow  to  a  substantial  amount. 
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The  benefit  amount.  Long-term  care  plans  are  generally  written  to  provide  a 
specific  dollar  benefit  per  day  of  care.  If  the  cost  per  day  for  nursing  homes 
in  your  area  is  typically  $140,  you  might  buy  a  policy  for  $110  per  day, 
thereby  coinsuring  for  a  portion  of  the  expenses. 


Shopping  for  a  health  care  plan  requires  a  compari- 
son of  the  many  options  available.  You  should 
focus  your  attention  on  three  areas:  (1)  the  cost, 
(2)  the  company,  and  (3)  the  plan  itself. 

The  Cost 

A  sound  health  insurance  program  purchased  out- 
side of  a  group  for  the  typical  family  of  four  can 
easily  cost  more  than  $500  per  month.  When  you 
apply  for  an  individual  health  care  plan,  the  deci- 
sion of  whether  to  accept  you  is  based  on  a  number 
of  underwriting  factors,  including  your  age,  gender, 
occupation,  family  and  personal  health  history,  and 
physical  condition.  Each  of  these  factors  has  a  bear- 
ing on  the  likelihood  of  health-related  expendi- 
tures. A  Medical  Information  Bureau  (similar  to  a 
credit  bureau)  also  maintains  files  on  insurance 
applicants.*  Both  medical  and  nonmedical  informa- 
tion are  maintained  in  these  files.  If  you  are 
charged  more  or  turned  down  for  credit  or  insur- 
ance because  of  information  in  such  a  file,  you 
must  be  told  that  the  information  came  from  such 
a  file  and  you  can  request  a  copy  of  the  report  to 
verify  the  accuracy  of  the  information.  (Group 
health  care  plans,  on  the  other  hand,  are  likely  to 
accept  all  applicants  who  qualify  as  members  of  the 
group.) 

The  Company 

Health  care  companies  can  also  serve  as  sources  of 
information.  Wise  financial  planners  always  ask 
about  the  percentage  of  premiums  collected  by  an 
insurance  company  that  is  subsequently  paid  out  to 
reimburse  the  losses  of  the  participants.  The  claims 
ratio  (payout  ratio)  formula  is 

losses  paid 


Claims  ratio  = 


premiums  collected 


(11.1) 


Blue  Cross/Blue  Shield  companies  typically  have 
claims  ratios  that  exceed  90  percent.  At  the  other 
extreme  are  companies  (especially  those  that  sell 
hospital  indemnity  and  dread  disease  insurance  by 
mail,  over  the  phone,  or  through  newspaper 
inserts)  that  have  claims  ratios  of  less  than  25  per- 
cent. The  lower  the  claims  ratio,  the  lower  the 
return  (the  actual  benefits)  to  the  policyholder  on 
the  premium  dollar  paid. 

The  Plan 

The  most  effective  way  to  compare  health  care 
plans  is  to  set  some  criteria  for  judging  whether  a 
policy  provides  the  needed  coverage.  The  plans  that 
do  provide  the  needed  coverage  can  then  be  com- 
pared on  a  price  basis.  Table  11.1  outlines  a  set  of 
criteria  to  use  in  judging  the  merits  of  various  types 
of  plans,  including  the  plan  limits  you  need  to 
obtain  adequate  coverage  and  keep  the  cost  afford- 
able. Many  plans  will  greatly  exceed  the  criteria  in 
this  table,  but  you  may  not  be  willing  to  pay  the 
prices  that  they  charge.  Similarly,  you  may  find 
lower-priced  plans,  but  the  lower  price  may  come 
at  the  expense  of  adequate  coverage. 

Pay  special  attention  to  the  purchase  of  any 
health  care  plan  offered  through  the  mail  or  in 
newspapers.  The  advertising  for  such  plans  cannot 
possibly  detail  the  exact  extent  of  coverage.  No 
plan  should  be  purchased  "sight  unseen."  If  an 
agent  or  company  will  not  allow  you  to  study  a 
plan  for  a  few  days,  buy  your  policy  elsewhere. 


To  obtain  a  copy  of  your  report  ($8  or  free  within  30 
days  of  an  adverse  report),  write  the  Medical  Informa- 
tion Bureau  at  P.O.  Box  105,  Essex  Station,  Boston, 
MA  021 12.  or  call  (617)  426-3660  for  an  application 
or  visit  www.mib.com. 


CHAPTER   11    Health  Care  Planning 


317 


The  benefit  period.  Although  it  is  possible  to  buy  a  policy  with  lifetime  bene- 
fits, this  option  can  be  very  expensive.  The  average  nursing  home  stay  is 
about  two  and  one-half  years.  A  policy  with  a  three-year  limit  might  cost 
one-third  less  than  a  policy  with  a  lifetime  benefit  period. 

The  waiting  period.  Policies  can  pay  benefits  from  the  first  day  of  nursing 
home  care  or  can  include  a  waiting  period.  Selecting  a  30-day  or  90-day  wait- 
ing period  can  significantly  reduce  premiums. 

Inflation  protection.  If  you  buy  a  policy  prior  to  age  60,  you  face  a  significant 
risk  that  inflation  will  render  your  daily  benefit  woefully  inadequate  when 
care  is  ultimately  needed.  Some  policies  increase  the  daily  benefit  4  or  5  per- 
cent per  year  to  adjust  for  inflation,  but  this  protection  adds  considerably  to 
the  premium.  The  younger  your  age  when  a  policy  is  purchased,  the  more 
you  might  need  inflation  protection.  Persons  over  age  65  or  so  are  less  likely 
to  benefit  from  this  protection. 


Who  Pays  If  You  Are 
Hurt  on  the  Job 


Accident  and  Dread  Disease  Health  Insurance 

Accident  and  dread  disease  health  insurance  are  two  prominent  examples  of 
supplemental  health  insurance  plans.  They  are  designed  to  fill  the  gaps  in  cov- 
erage of  the  standard  health  insurance  plans  or  to  provide  reimbursement  in 
addition  to  that  provided  by  the  standard  plans.  Most  of  these  plans  are  over- 
priced and  are  not  as  generous  as  implied  in  their  sales  promotions.  Typically 
you  are  covered  for  a  narrow  range  of  services  and  are  paid  only  a  small  portion 
of  the  expenses  supposedly  "covered."  Purchasers  often  remain  unaware  of  these 
limitations  until  they  request  reimbursement. 

Accident  insurance  pays  a  specific  amount  per  day — for  example,  $100  for  a 
hospital  stay  arising  out  of  an  accident — or  a  specific  amount  for  the  loss  of  cer- 
tain limbs  or  body  parts — for  example,  $2000 
for  the  loss  of  a  finger  or  an  arm.  The  premium 
for  such  a  policy  is  very  low,  and  the  benefits 
are  relatively  small,  perhaps  $100  per  day. 
Such  per-day  hospitalization  benefits  are  far  too 
low  to  be  helpful,  and  reimbursement  usually 
begins  only  after  the  hospitalization  exceeds 
seven,  ten,  or  14  days.  The  inadequacy  of  acci- 
dent insurance  becomes  evident  when  you  con- 
sider that  the  average  cost  of  a  semiprivate  hos- 
pital room  in  the  United  States  is  more  than 
$400  per  day  (room  charges  only)  and  the  aver- 
age hospital  stay  is  two  or  three  days. 

Dread  disease  insurance  provides  reim- 
bursement for  medical  expenses  arising  out  of 
the  occurrence  of  a  specific  disease,  most  com- 
monly cancer.  The  fear  of  cancer  and  the  stag- 
gering costs  of  its  treatment  lead  many  people 
to  consider  buying  dread  disease  insurance, 
even  though  this  purchase  represents  a  poor 
use  of  scarce  funds.  Like  accident  insurance, 


If  you  are  injured  on  the  job  or  become  ill  as  a  direct 
result  of  employment,  state  law  requires  your 
employer  to  pay  any  resulting  medical  costs.  Work- 
ers' compensation  insurance  covers  employers  for 
liability  losses  for  injury  or  diseases  suffered  by 
employees  that  result  from  employment-related 
causes.  The  benefits  to  the  employee  include  health 
care,  recuperative  care,  replacement  of  lost  income, 
and,  if  necessary,  rehabilitation.  Thus,  workers'  com- 
pensation insurance  covers  the  full  range  of  health- 
related  losses.  Because  only  those  losses  resulting 
from  work-related  accidents  are  covered  and  benefits 
are  limited,  workers'  compensation  can  only  supple- 
ment your  total  health  insurance  plan. 
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the  benefits  of  dread  disease  insurance  are  minuscule  compared  with  the  premi- 
ums paid.  It  is  much  wiser  to  put  the  funds  toward  the  purchase  of  a  major  med- 
ical policy  with  high  limits.  Purchasers  of  accident  and  dread  disease  insurance 
often  lack  adequate  information  about  medical  care  costs  and  the  benefits  that 
traditional  health  care  plans  may  provide. 


fits 


J    Explain  the  major  provi- 
sions of  health  care  plans 
and  insurance  policies. 


•ene 


If  you  are  covered  by  individual  health  insurance,  the  insurance  policy  outlines 
the  general  benefits  and  includes  the  limitations  and  conditions  that  affect  the 
amount  reimbursed.  If  you  are  covered  by  group  health  insurance,  you  will 
receive  a  certificate  of  insurance — a  document  that  outlines  the  benefits  and 
policy  provisions  for  the  participants.  If  you  are  covered  by  an  HMO,  either  as 
an  individual  or  a  member  of  a  group,  the  HMO  (or  your  employer,  if  the  plan 
is  considered  an  employee  benefit)  can  provide  you  with  a  description  of  bene- 
fits, costs,  and  procedures  for  obtaining  care.  This  section  describes  the  impor- 
tant provisions  of  health  care  plans  and  is  applicable  to  health  insurance,  man- 
aged care,  and  government  plans. 


General  Terms  and  Provisions 

It  is  important  to  understand  the  definitions  of  terms  used  in  a  plan,  who  is  cov- 
ered by  the  plan,  and  the  time  period  of  the  protection. 

Definitions  The  definitions  of  the  terms  used  in  the  plan  are  of  vital  impor- 
tance. For  example,  a  plan  may  promise  to  pay  $100  for  each  day  of  a  hospital 
stay.  But  what  is  a  hospital?  Would  such  a  plan  cover  nursing  home  care?  Prob- 
ably not.  Would  it  cover  a  stay  in  an  osteopathic  hospital?  Maybe.  Two  critical 
definitions  contained  in  a  health  insurance  policy  are  those  for  injury7  and  ill- 
ness. Expenses  resulting  from  an  injury  may  be  covered  to  a  greater  or  lesser 
degree  than  those  resulting  from  an  illness. 

Who  Is  Covered  Health  insurance  policies  can  be  written  to  cover  an  individual, 
a  family,  or  a  group.  Few  misunderstandings  arise  when  an  individual  is  the 
focus  of  the  coverage,  but  family  policies  can  be  more  complex.  Generally,  a  fam- 
ily consists  of  a  parent  or  parents  and  dependent  children.  Are  children  who  are 
born  while  the  plan  is  in  effect  automatically  covered  from  the  moment  of  birth? 
What  about  stepchildren?  At  what  age  are  children  no  longer  covered?  These 
questions  must  be  answered  to  ensure  that  all  family  members  receive  adequate 
protection. 

The  question  of  who  is  covered  under  a  group  plan  is  also  very  important.  All 
group  members  are  usually  covered,  but  new  members  may  experience  a  waiting 
period  before  receiving  protection.  If  the  group  consists  of  the  employees  of  a 
business,  different  protection  may  be  offered  for  full-time  and  part-time  employ- 
ees. The  family  of  the  group  member  may  be  covered  but,  once  again,  the  defi- 
nition of  family  must  be  considered. 
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The  Time  Period  Individual  and  group  health  insurance  plans  are  usually  writ- 
ten on  an  annual  basis.  An  annual  plan  beginning  on  January  1  will  start  at 
12:01  a.m.  that  day  and  end  at  12:01  a.m.  on  January  1  of  the  following  year.  Any 
illness  that  begins  during  the  year  will  be  covered.  But  will  coverage  end  if  the 
plan  expires  while  you  are  in  the  hospital?  The  answer  is  usually  no.  Similarly,  a 
surgical  procedure  performed  after  a  plan  expires  but  for  an  illness  or  injury  for 
which  treatment  was  sought  during  the  plan  period  may  be  covered. 

Payment  Limitations 

Health  care  plans  contain  provisions  that  specify  the  level  of  payments  for  cov- 
ered expenses.  These  provisions  include  policy  limits,  deductibles,  copayment 
and  coinsurance  requirements,  and  coordination-of-benefits  requirements. 

Policy  Limits  Policy  limits  are  the  maximum  amounts  that  a  plan  will  pay  to 
reimburse  a  covered  loss.  Health  care  plans  may  employ  as  many  as  four  types 
of  policy  limits.  To  illustrate  these  limits,  we  will  consider  the  case  of  Karl  Gru- 
enfeld,  an  unmarried  electrician  from  Parma,  Ohio,  who  has  a  hospitalization 
policy. 

Item  limits  specify  the  maximum  reimbursement  for  a  particular  health  care 
expense.  Karl's  policy  contains  a  $500  maximum  for  X  rays.  Karl  suffered  a  heart 
attack  and  had  X-ray  expenses  of  $617.  The  policy  will  pay  $500  of  this  expense, 
and  Karl  will  pay  the  remainder. 

Episode  limits  specify  the  maximum  payment  for  health  care  expenses  aris- 
ing from  a  single  episode  of  illness  or  injury,  with  each  episode  being  considered 
separately.  Karl's  policy  contains  an  episode  limit  of  $10,000  for  hospitalization 
expenses.  After  his  heart  attack,  Karl  was  hospitalized  for  two  weeks  and  incurred 
$11,223  in  hospital  charges.  His  policy  will  pay  $10,000  of  these  charges.  One 
month  later,  Karl  suffered  burns  in  a  cooking  accident  at  his  home  and  was  hos- 
pitalized for  two  days,  incurring  hospital  care  costs  of  $1310.  His  policy  will  pay 
these  expenses  in  full  because  the  second  hospitalization  is  considered  a  separate 
episode. 

Time  period  limits  specify  the  maximum  payment  for  covered  expenses 
occurring  within  a  specified  time  period,  usually  one  year.  Consider  Karl's  heart 
attack  and  burn  hospitalizations.  If  his  policy  had  contained  a  $10,000  annual 
time  period  limit  rather  than  an  episode  limit,  the  hospital  expenses  from  Karl's 
second  hospitalization  would  not  have  been  covered. 

Aggregate  limits  place  an  overall  maximum  on  the  total  amount  of  reim- 
bursement available  under  a  policy.  If  Karl's  policy  has  an  aggregate  limit  of 
$100,000,  no  more  than  $100,000  will  be  reimbursed  for  hospitalization 
expenses  Karl  incurs  during  the  life  of  the  policy. 

Aggregate  dollar  limits  are  always  higher  than  time  period  limits,  which  are 
higher  than  episode  limits.  A  policy  with  high  aggregate  limits  may  seem  attrac- 
tive, but  it  may  not  be  a  good  buy  if  the  episode  limits  are  too  low.  Analyze  each 
limit  separately  to  determine  whether  it  provides  sufficient  protection. 

Deductibles  and  Copayments  Deductibles  are  clauses  in  health  care  plans  that 
require  you  to  pay  an  initial  portion  of  losses  before  receiving  reimbursement. 
They  may  apply  to  specific  types  of  expense  items.  For  example,  a  medical 
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expense  plan  may  require  you  to  pay  the  first  S50  of  total  X-ray  expenses  during 
the  course  of  a  year.  Deductibles  also  may  apply  to  each  episode  of  illness  or 
injury.  For  example,  a  plan  might  require  you  to  pay  the  first  S500  of  expenses 
from  a  hospital  stay.  If  you  are  hospitalized  three  times  during  a  year,  you  would 
have  to  pay  the  deductible  each  time,  for  a  total  of  $1500.  Deductibles  may 
apply  for  a  certain  time  period,  typically  one  year. 

Family  plans  warrant  special  attention.  Generally,  they  include  a  deductible 
for  each  family  member  (perhaps  S200  per  year)  with  a  maximum  family 
deductible  (perhaps  $500  per  year).  Once  the  deductible  payments  for  individ- 
ual family  members  reach  the  family  deductible  ($500  in  this  example),  further 
individual  deductibles  will  be  waived. 

A  copayment  clause,  which  is  a  variation  of  a  deductible,  requires  you  to 
pay  a  specific  dollar  amount  each  time  you  have  a  specific  covered  expense  item. 
Copayment  is  often  required  for  doctor's  office  visits  and  prescription  drugs.  For 
example,  you  might  have  to  pay  $10  for  each  prescription,  with  the  insurer  pay- 
ing the  remainder.  A  copayment  differs  from  a  deductible  in  that  a  deductible 
might  require  that  you  pay  the  first  $100  of  X-ray  expenses  during  a  year,  while 
a  copayment  clause  might  require  that  you  pay  the  first  $25  of  each  X  ray. 

Coinsurance  A  coinsurance  clause  requires  you  to  pay  a  proportion  of  any  loss 
suffered.  The  typical  share  is  80/20,  with  the  insurer  paying  the  larger  percent- 
age. Usually,  a  coinsurance  cap  limits  the  annual  out-of-pocket  payments  made 
by  the  patient  when  meeting  the  coinsurance.  The  following  example  illustrates 
how  a  deductible  of  $250  and  an  80/20  coinsurance  provision  with  a  $1000 
coinsurance  cap  work  together  to  effect  the  coverage  for  an  $8760  health  care 
bill.  As  the  deductible  is  the  responsibility  of  the  insured  party,  the  patient  pays 
the  first  $250.  The  coinsurance  ratio  is  applied  to  the  remaining  $8510  ($8760  - 
$250)  until  the  portion  paid  by  the  patient  reaches  the  coinsurance  cap.  Thus, 
$1000  is  covered  by  the  insured  and  $4000  by  the  insurer.  The  additional 
expenses  of  $3510  ($8510  -  $1000  -  $4000)  are  covered  100  percent  by  the 
insurance  company  up  to  the  overall  limits  of  coverage  (perhaps  $100,000).  In 
this  example,  the  insured  party  will  pay  $1250  ($250  deductible  -  $1000  coin- 
surance) and  the  insurer  will  pay  $7510  ($4000  coinsurance  +  $3510  remaining 
charges). 

Coordination  of  Benefits  The  coordination-of-benefits  clause  prevents  you 
from  collecting  insurance  benefits  that  exceed  the  loss  suffered.  Such  a  clause 
designates  the  order  in  which  plans  will  pay  benefits  if  multiple  plans  are  applic- 
able to  a  loss.  The  primary  plan  is  the  first  applied  to  any  loss  when  more  than 
one  plan  provides  coverage.  If  the  primary  plan  fails  to  reimburse  100  percent  of 
the  loss,  any  secondary  (or  excess)  plans  will  be  applied  in  order  until  the  loss  is 
fully  paid  or  benefits  are  exhausted,  whichever  occurs  first. 


Coverage  Limitations 

In  addition  to  limits  on  the  dollar  amounts  reimbursed,  health  care  plans  may 
contain  a  number  of  provisions  that  limit  the  types  of  expenses  covered  by  the 
plan.  Three  categories  of  common  coverage  limitations  exist:  (1)  limitations 
based  on  timing  of  the  loss;  (2)  general  exclusions;  and  (3)  maternity  benefits. 
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Limitations  Based  on  Timing  of  the  Loss  For  losses  to  be  insurable,  they  must  be 
unexpected.  Imagine  that  you  develop  a  serious  ulcer  and  are  told  by  your  doc- 
tor that  surgery  will  be  needed.  You  might  be  tempted  to  buy  surgical  insurance 
before  having  the  surgery  if  you  were  not  already  insured.  Because  the  surgery 
is  expected,  however,  the  new  policy  would  not  cover  its  expense.  Health  plans 
usually  contain  provisions  that  prohibit  coverage  for  preexisting  conditions, 
which  are  medical  conditions  or  symptoms  that  were  known  to  the  participant 
or  diagnosed  within  a  certain  time  period,  usually  one  or  two  years,  before  the 
effective  date  of  the  plan.  Group  plans  exclude  fewer  preexisting  conditions 
than  individual  plans. 

Disputes  sometimes  arise  over  whether  a  medical  loss  actually  results  from  a 
preexisting  condition.  To  clarify  matters  and  to  prevent  such  disputes,  insurance 
plans  may  dictate  waiting  periods  for  specific  types  of  expenses.  For  example,  a 
"one-year  waiting  period"  is  often  required  for  maternity  benefits  to  be  covered 
under  a  new  health  insurance  plan. 

Disputes  also  arise  when  episode  deductibles  and  limits  are  applicable  under 
a  plan.  The  dispute  may  center  on  whether  a  recurrence  of  an  illness  represents  a 
separate  episode.  If  the  recurrence  is  considered  a  separate  episode,  the  deductible 
must  be  paid,  but  reimbursement  will  be  available  up  to  the  full  episode  limits.  If 
the  recurrence  is  considered  a  continuation  of  the  original  episode,  the  second 
deductible  will  not  apply,  but  the  loss  may  exceed  the  episode  limit.  A  recurring 
clause  clarifies  whether  a  recurrence  of  an  illness  is  considered  a  continuation  of 
the  first  episode  or  a  separate  episode.  Such  clauses  often  stipulate  a  minimum 
number  of  days  between  hospital  stays  for  a  recurrence  to  be  considered  a  sepa- 
rate episode.  Usually,  the  best  recurring  clause  requires  a  short  waiting  period 
before  a  recurrence  is  considered  a  separate  episode,  because  it  is  typically  less 
expensive  to  pay  a  deductible  than  to  pay  expenses  exceeding  the  episode  limit. 
Nonetheless,  you  should  judge  each  policy  individually  in  terms  of  the  recurring 
clause,  the  amount  of  the  deductible,  and  the  amount  of  the  episode  limit. 

General  Exclusions  Exclusions  narrow  the  focus  of  and  eliminate  specific  cov- 
erage provided  in  a  plan.  Losses  resulting  from  war,  riot,  and  civil  disturbance 
may  be  excluded  from  health  care  plans.  Most  policies  exclude  expenses  for  vol- 
untary cosmetic  surgery,  and  many  deny  coverage  if  the  illness  or  injury  occurs 
outside  the  United  States.  Expenses  resulting  from  self-inflicted  wounds  are  com- 
monly excluded  during  the  first  two  years  of  the  policy. 

Maternity  Benefits  Maternity  benefits  are  often  considered  separately  from 
other  benefits  in  a  health  care  plan,  and  specific  limits  and  exclusions  may 
apply.  The  best  coverage  treats  maternity  care  in  the  same  way  as  any  other 
health  care  episode.  A  common  limitation  on  maternity-related  benefits  restricts 
payment  for  hospitalization  of  the  newborn  after  the  mother  has  been  dis- 
charged from  the  hospital. 

Nonmedical  Provisions 

Health  care  plans  contain  important  provisions  that  regulate  the  payment  of 
premiums  and  the  terms  under  which  the  plan  may  be  renewed  and  canceled. 
These  nonmedical  provisions  include  continuation  provisions,  grace  periods, 
and  convertibility. 
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Continuation  Provisions  Health  insurance  and  disability  income  insurance 
policies  usually  expire  after  one  or  five  years,  at  which  time  they  can  be  renewed, 
changed,  or  dropped.  During  the  policy  period,  they  may  even  be  canceled.  The 
following  terms  apply  to  the  continuation  of  health  insurance  policies: 

•  Cancelable  policies  may  be  canceled  or  changed  at  any  time  at  the  option 
of  the  insurer.  Such  policies  are  no  longer  common  and  should  be  avoided. 

•  Optionally  renewable  policies  may  be  canceled  or  changed  by  the  insurer, 
but  only  at  the  time  of  expiration  and  renewal. 

•  Guaranteed  renewable  policies  must  be  continued  in  force  as  long  as  the 
participant  pays  the  required  premium.  Premiums  may  change,  but  only  if 
the  change  applies  to  an  entire  class  of  participants  rather  than  to  an  indi- 
vidual participant.  This  requirement  prevents  the  company  from  raising  the 
premium  for  a  specific  individual  to  force  him  or  her  to  cancel.  This  type  of 
health  insurance  policy  is  the  most  common  and  desirable. 

•  Noncancelable  policies  must  be  continued  in  force  without  premium 
changes  up  to  age  65  as  long  as  the  participant  pays  the  required  premium. 
Noncancelable  policies  are  recommended  when  buying  disability'  income 
insurance  (discussed  later  in  this  chapter). 

Grace  Period  Health  insurance  policies  may  contain  provisions  for  a  grace 
period  (commonly  31  days),  which  prevents  the  lapse  of  a  policy  if  a  payment  is 
late.  The  policy  remains  fully  in  force  during  the  grace  period,  but  only  if  the 
insured  pays  the  premium  before  the  end  of  the  grace  period. 

Convertibility  and  Portability  Many  people  are  covered  by  group  health  insur- 
ance through  their  employers.  The  Comprehensive  Omnibus  Budget  Resolu- 
tion Act  (COBRA)  of  1985  (and  subsequent  amendments)  requires  that  employ- 
ers with  more  than  20  employees  who  offer 
group  health  insurance  continue  to  offer 
group  coverage  for  18  months  after  an 
employee  has  quit  or  been  laid  off.  The  option 
to  continue  group  coverage  must  be  offered  to 
the  former  employee  and  to  any  dependents 
who  had  been  covered  under  the  employer's 
group  plan.  Under  COBRA,  widows,  widowers, 
divorced  spouses,  and  dependents  of  termi- 
nated employees  must  be  given  this  option  for 
36  months.  The  employee  or  dependents 
desiring  to  maintain  the  coverage  must  indi- 
cate this  fact  within  60  days  of  the  termina- 
tion of  employment  and  generally  must  pay 
the  full  premiums  (including  the  employee 
and  employer's  portion)  plus  a  2  percent  fee. 
Thus,  the  employer  is  not  required  to  pay  for 
the  coverage,  only  to  maintain  the  former 
employee's  eligibility  as  a  member  of  the 
group.  Eventually,  eligibility  to  remain  under 
the  group  plan  may  run  out.  The  1996  health 
insurance  law  requires  a  portability  option 


Maintain  Health 
Coverage  When 
Changing  Jobs 
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The  COBRA  law  is  intended  to  protect  workers' 
health  care  benefits  in  the  event  of  a  time  lag 
between  jobs.  COBRA  also  can  be  beneficial  for  peo- 
ple changing  jobs  without  a  time  lag,  especially 
those  whose  health  problems  subject  them  to  a  wait- 
ing period  under  preexisting  condition  clauses  in 
their  new  coverage.  For  example,  a  worker  with  dia- 
betes who  does  not  qualify  for  immediate  benefits 
under  his  or  her  new  employer's  health  care  plan 
could  elect  COBRA  continuation  rights  under  the 
previous  employer's  plan.  This  coverage  could  pro- 
vide protection  during  the  waiting  period  for  the 
new  plan.  The  worker  would  be  required  to  pay  the 
premium  for  this  coverage  but  would  be  covered  in 
the  interim  should  a  health  care  episode  occur. 
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that  allows  the  insureds  to  convert  their  group  coverage  to  individual  coverage 
when  they  lose  company-sponsored  group  health  insurance.  The  individual  pol- 
icy premium  may  be  higher  but  the  waiting  period  and  preexisting  condition 
provisions  will  not  apply. 


Disabilitv  Income  Insurance 


■J  Describe  the  purpose 
and  major  features  of  dis- 
ability income  insurance. 


A  number  of  sources  are  available  for  income  protection  during  a  period  of  dis- 
ability. Many  U.S.  workers  have  sick  pay  benefits  that  can  help  ease  the  burden 
of  a  short  period  of  disability.  Some  employers  offer  group  disability  income 
insurance,  although  typically  the  coverage  lasts  for  only  a  short  term  (less  than 
two  years).  In  addition,  many  pension  plans  provide  benefits  to  workers  who 
become  disabled  while  still  employed.  Such  benefits  plans,  however,  often  fall 
far  short  in  meeting  the  needs  of  young  and  middle-aged  workers,  who  may 
have  accumulated  only  a  small  amount  of  retirement  funds. 

Disability  income  insurance  replaces  a  portion  of  the  income  lost  when  you 
cannot  work  because  of  illness  or  injury.  It  is  probably  the  most  overlooked  type 
of  insurance,  but  is  vitally  important  for  all  workers.  For  example,  a  22-year-old 
without  dependents  would  probably  need  no  life  insurance,  but  would  likely 
need  disability  insurance  to  support  himself  or  herself  during  a  period  of  dis- 
ability. Furthermore,  at  age  22,  the  chances  of  becoming  disabled  for  at  least 
three  months  are  seven  times  greater  than  the  chances  of  death.  (The  probabil- 
ity of  death  for  a  male  aged  22  is  18.9  per  10,000;  the  likelihood  of  disability  is 
142.8  per  10,000.) 

Social  Security  disability  income  insurance  provides  benefits  that  will  help 
replace  the  lost  income  of  eligible  disabled  workers.  This  insurance  provides  eli- 
gible workers  and  their  dependents  with  income  during  a  period  of  disability 
expected  to  last  at  least  12  full  months  or  until  the  worker's  death.  Benefits  begin 
after  a  five-month  waiting  period,  and  the  disability  must  be  total.  That  is,  the 
recipient  must  not  be  able  to  engage  in  any  substantial,  gainful  activity.  If  he  or 
she  can  perform  any  work  for  pay,  benefits  will  not  be  paid.  Social  Security  dis- 
ability income  protection  may  provide  more  than  $20,000  in  tax-free  income  to 
the  family  of  a  fully  insured  disabled  worker.  See  Appendix  B  for  an  illustration 
of  how  to  estimate  these  benefits. 


Level  of  Need 

The  first  question  to  ask  when  contemplating  disability  income  insurance  is, 
"How  much  protection  do  I  need?"  The  dollar  limits  on  disability  income  poli- 
cies are  written  either  in  increments  of  $100  per  month  or  as  a  percentage  of 
monthly  income.  Most  companies  will  not  write  policies  for  more  than  60  to  80 
percent  of  the  insured's  after-tax  earnings.  Major  factors  affecting  the  premiums 
charged  include:  the  amount  of  coverage  desired;  your  age,  health  status,  occu- 
pation, and  gender;  and  whether  the  policy  is  noncancelable  or  guaranteed 
renewable  (the  more  commonly  available  choice). 

Determining  the  amount  of  protection  needed  may  be  difficult  because  some 
sources  of  help  may  not  actually  be  available  for  all  disabilities.  For  example, 
recall  the  five-month  waiting  period  and  total  disability  requirements  (for  which 
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DECISION- 
MAKING 

Worksheet 


Determining  Disability  Income  Insurance  Needs 


The  determination  of  disability  income  insurance 
needs  begins  with  your  current  monthly  after-tax 
income.  From  this  figure,  subtract  the  amounts  you 
would  receive  from  Social  Security  disability 


benefits  and  other  sources  of  disability  income.  As 
shown  below,  the  resulting  figure  would  provide  an 
estimate  of  extra  coverage  needed. 


Decision  Factor 


1 .  Current  monthly  after-tax  income 

2.  Minus  previous  established  disability  income  protections 

(a)  Estimated  monthly  Social  Security  benefits 

(b)  Monthly  benefit  from  employer-provided  disability  insurance 

(c)  Monthly  benefit  from  private  disability  insurance 

(d)  Monthly  benefit  from  other  government  disability  insurance 

(e)  Reduction  of  monthly  life  insurance  premiums  due  to 
waiver  of  premiums  on  these  policies 

Total  Subtraction 

3.  Estimated  monthly  disability  income  insurance  needs 


Example  Your  Figures 


$2100 


750 
600 


-1350 
$  750 


70  percent  of  all  applicants  are  rejected)  under  Social  Security.  A  disability  that 
does  not  qualify  for  Social  Security  disability  income  insurance  may  create  a 
need  for  more  disability  insurance  than  a  more  severe  disability  that  does  qual- 
ify for  Social  Security. 

In  addition,  some  disability  benefits  may  cover  short-term,  but  not  long- 
term,  disability.  Nevertheless,  it  would  be  wise  to  complete  the  calculations  in 
the  Decision-Making  Worksheet,  "Determining  Disability  Income  Insurance 
Needs."  You  can  use  the  figure  obtained  in  the  worksheet  as  a  starting  point 
when  shopping  for  disability  income  insurance  protection. 


Important  Disability  Income  Insurance  Policy  Provisions 

Once  you  have  estimated  your  level  of  need,  you  can  begin  the  search  for  a  dis- 
ability income  insurance  policy.  Look  first  for  the  major  policy  provisions  that 
meet  your  needs.  The  following  paragraphs  discuss  these  important  policy  pro- 
visions. 

Elimination  Period  The  elimination  period  (waiting  period)  in  a  disability 
income  policy  is  the  time  period  between  the  onset  of  the  disability  and  the  date 
that  disability  benefits  begin.  The  longer  the  elimination  period,  the  lower  the 
premium  will  be.  Increasing  the  disability  period  from  30  to  90  days  can  reduce 
the  premium  by  as  much  as  one-third,  for  example.  If  your  employer  offers  sick 
pay  benefits,  you  can  coordinate  the  elimination  period  in  a  policy  with  the 
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number  of  sick  days  you  have  accrued.  Alternatively,  if  you  have  some  savings 
set  aside  as  an  emergency  fund  to  carry  you  through  several  months  without 
income,  your  elimination  period  can  be  lengthened.  Note  that  because  disabil- 
ity income  benefits  are  paid  monthly,  the  first  check  will  not  arrive  until  30  days 
after  the  end  of  the  elimination  period. 

Benefit  Period  The  benefit  period  in  a  disability  income  policy  is  the  maxi- 
mum period  of  time  for  which  benefits  will  be  paid.  It  begins  when  the  elimi- 
nation period  ends.  The  benefit  period  is  usually  stated  in  years  and  may  vary 
from  one  year  to  "to  age  65."  Most  disability  income  policies  will  not  pay  past 
age  65. 

Degree  of  Disability  Policies  can  be  written  on  an  "own-occupation"  or  "any- 
occupation"  basis.  An  own-occupation  policy  will  provide  benefits  if  you  can 


How  Much  Disability  Income  Insurance  Costs 


Fewer  than  one  in  four  U.S.  workers  is  covered  by 
long-term  disability  insurance  (disability  income 
insurance  that  has  a  benefit  period  of  more  than 
two  years).  Yet  such  a  period  of  disability  could 
destroy  your  financial  security  for  life.  How  does 
the  wise  purchaser  of  disability  income  insurance 
obtain  long-term  coverage  and  keep  the  premiums 
affordable?  The  answer  lies  in  an  analysis  of  the  fol- 
lowing table.  For  each  waiting  period,  the  premium 
increases  as  the  length  of  the  benefit  period 
increases.  With  a  seven-day  waiting  period  and 
benefits  to  age  65,  the  illustrated  policy  would  cost 

Illustrative  Disability  Income  Insurance  Premiums 


$1022  per  year.  This  premium  could  be  cut  by  more 
than  one-half  with  the  selection  of  a  60-  or  90-day 
waiting  period.  The  extra  premium  required  can  be 
offset  by  choosing  a  longer  waiting  period.  Again 
we  see  an  application  of  the  rule  that  says,  "Insure 
the  losses  you  cannot  afford  (in  this  case,  a  long- 
term  disability)  and  assume  the  losses  that  you 
can  reasonably  afford  (the  first  few  months  of  a 
disability)." 

*  Direct  sellers  of  disability  income  insurance  include 
the  Wholesale  Insurance  Network  at  (800)  808-5810 
and  Fee  for  Service  at  (800)  874-5662. 


Maximum  Benefit  Period 


|  Waiting  Period 

lYear 

3  Years 

5  Years 

Age  65 

7  days 

$586 

$653 

$709 

$1022 

14  days 

463 

553 

608 

910 

30  days 

269 

334 

378 

604 

60  days 

184 

242 

285 

498 

90  days 

— 

194 

237 

446 

1  year 

— 

— 

207 

370 

Note:  Illustrative  annual  premium  for  a  $2000  per  month  disability  income  policy  for  a  35-year-old  male  in  a  white- 
collar  occupation.  For  different  dollar  amounts,  adjust  proportionately. 
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no  longer  perform  the  occupation  you  had  at  the  time  you  became  disabled.  An 
any-occupation  policy  will  provide  benefits  only  if  you  cannot  perform  any 
occupation.  In  effect,  an  any-occupation  policy  is  an  income  replacement  pol- 
icy, as  it  makes  up  a  portion  of  the  difference  between  what  you  were  earning 
prior  to  becoming  disabled  and  what  you  can  earn  while  disabled.  Own- 
occupation  policies  are  more  generous  and,  therefore,  cost  more.  Some  policies 
provide  own-occupation  coverage  during  the  first  two  years  of  a  disability  and 
then  switch  to  an  any-occupation  basis  with  income  replacement  for  the 
remaining  years  of  the  benefits.  Such  split-definition  policies  are  likely  to  pro- 
vide benefits  for  rehabilitation  and  retraining  at  company  expense. 

Residual  Clause  A  residual  clause  is  a  feature  of  own-occupation  policies  that 
allows  for  some  reduced  level  of  disability  income  benefits  when  a  partial — 
rather  than  full — disability  strikes.  Consider  the  case  of  Francoise  LaDeux,  a 
criminal  lawyer  in  Shreveport,  Louisiana,  who  had  purchased  a  disability  policy 
with  a  benefit  of  $3000  per  month.  Francoise  later  suffered  from  extremely  high 
blood  pressure  and  was  forced  to  cut  back  her  workload  by  50  percent,  thereby 
taking  a  50  percent  pay  cut.  Her  disability  policy  had  a  residual  clause,  so  she 
received  $1500  (0.50  x  $3000  per  month)  during  her  disability. 

Social  Security  Rider  If  you  have  figured  your  disability  income  insurance 
needs  assuming  that  you  would  receive  Social  Security  benefits,  you  will  find 
yourself  with  inadequate  protection  if  your  Social  Security  application  is  denied. 
To  provide  an  extra  dollar  amount  of  protection  should  you  fail  to  qualify  for 
Social  Security  disability  benefits,  a  Social  Security  rider  may  be  added  to  your 
policy.  Consider  the  case  of  Karen  Gifford,  a  florist  from  Urbana,  Illinois.  Karen 
determined  that  her  disability  insurance  needs  would  be  $1400  after  assuming 


Health  Care 


Self-employed  people  may  deduct  as  a  business 
expense  a  portion  of  the  cost  of  medical  expense 
premiums  for  themselves  and  dependents.  Other 
people  may  save  on  taxes  when  they  pay  health 
care  costs  using  a  flexible  spending  account  through 
their  employers  (see  Chapter  1).  Under  such  a  plan, 
your  employer  deducts  a  portion  of  your  salary  and 
puts  it  into  an  account  that  is  used  to  pay  some  of 
your  health  care  expenditures.  This  money  is  not 
included  in  your  taxable  income.  For  example,  if 
you  are  in  the  28  percent  marginal  income  tax 
bracket  and  set  aside  $100  per  month  (or  $1200  for 
the  year),  you  could  save  $336  ($1200  x  0.28)  in 
federal  income  taxes. 


Medical  savings  accounts  allow  individuals  to 
set  up  their  own  tax -deductible  savings  accounts  to 
be  used  to  pay  future  health-related  expenses.  This 
experimental  program  is  an  alternative  to  group 
health  insurance  for  those  who  are  self-employed 
or  who  work  for  small  firms  with  high-deductible 
plans. 

In  addition,  recall  from  Chapter  3  that  health 
care  expenditures  (including  a  portion  of  certain 
long-term  care  insurance  premiums)  are  itemized 
deductions  on  one's  income  tax  return.  However, 
only  the  amount  that  exceeds  7.5  percent  of  the 
adjusted  gross  income  are  deductible. 
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that  she  would  receive  $1000  from  Social  Security  if  she  were  to  become  dis- 
abled. She  could  have  purchased  a  $2400-per-month  policy  and  removed  all 
uncertainty,  but  the  premium  would  have  been  more  than  she  could  afford. 
Instead,  she  bought  a  $1400  policy  with  a  $1000  Social  Security  rider  for  a  pre- 
mium savings  of  30  percent. 

Cost-of-Living  Adjustments  You  might  want  to  seek  out  policies  with  a  cost-of- 
living  clause,  which  will  increase  your  benefit  amount  to  keep  up  with  infla- 
tion. You  might  also  consider  buying  a  policy  that  limits  benefits  to  a  percent- 
age of  income  rather  than  a  specific  dollar  amount  per  month.  With  such  a 
policy,  your  potential  monthly  benefit  would  increase  automatically  as  your 
income  increases. 


Summary 

1.  Providers  of  health  care  loss  protection 
include  private  health  insurance,  managed 
care  plans,  and  government  programs.  Pri- 
vate health  insurance  and  managed  care 
plans  can  be  obtained  individually  or  on  a 
group  basis. 

2.  The  major  benefits  provided  by  health  care 
plans  are  hospital,  surgical,  medical  expense, 
major  medical  expense,  comprehensive  cov- 
erage, dental  expense  benefits,  and  vision 
care  benefits. 

3.  Health  care  plans  contain  language  that  out- 
lines coverage  in  general  and,  more  impor- 
tantly, describes  the  limitations  and  condi- 
tions that  determine  the  level  of  protection 
under  the  plan.  Some  of  the  more  important 
plan  provisions  include  definitions  of  terms 
used  in  the  plan,  who  is  covered  under  the 
plan,  and  the  time  period  for  the  coverage. 
Important  limitations  include  deductibles 
and  copayments,  coinsurance  requirements, 
and  limitations  on  the  types  of  losses  cov- 
ered. 

4.  Disability  income  insurance  replaces  a  por- 
tion of  the  income  lost  when  you  cannot 
work  as  a  result  of  illness  or  injury.  The 
amount  you  need  is  equal  to  your  monthly 
after-tax  income  less  any  benefits  to  which 
you  are  entitled  (e.g.,  Social  Security).  By 
selecting  among  various  policy  provisions, 
you  can  tailor  a  policy  that  fills  the  gaps  in 
your  existing  disability  protection. 


Key  Words  &  Concepts 

aggregate  limits        319 

benefit  period       325 

claims  ratio  formula        316 

coinsurance  cap       320 

coinsurance  clause       320 

comprehensive  health  insurance       312 

disability  income  insurance       323 

elimination  period        324 

guaranteed  renewable  policies       322 

health  care  plan       306 

health  insurance        307 

health  maintenance  organization  (HMO)        308 

major  medical  expense  insurance        312 

managed  care  plan       307 

Medicaid       309 

medical  expense  coverage       312 

Medicare       309 

preexisting  conditions        321 

preferred  provider  organization  (PPO)        307 

Social  Security  disability  income  insurance      323 


Questions  for  Thought  &  Discussion 

1.  Categorize  the  losses  that  can  result  from  an 
injury  or  illness. 

2.  Distinguish  among  private  health  insurance, 
managed  care  plans,  and  government  health 
care  programs. 
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3.  Identify  one  positive  aspect  of  group  health 
care  plans. 

4.  Distinguish  between  PPOs  and  HMOs. 

5.  Distinguish  between  Medicare  and  Medicaid. 

6.  Describe  the  differences  among  the  three 
types  of  hospital  insurance. 

7.  Define  medical  expense  insurance. 

8.  How  does  major  medical  insurance  differ 
from  the  three  types  of  "first-dollar"  health 
coverage? 

9.  Describe  comprehensive  health  insurance. 

10.  What  is  Medicare  supplement  insurance  and 
how  many  different  plans  meet  its  stan- 
dards? 

11.  Define  long-term  care  insurance  and  describe 
four  considerations  you  must  keep  in  mind 
when  selecting  this  type  of  insurance. 

12.  On  what  three  areas  should  you  focus  when 
shopping  for  health  insurance  coverage? 

13.  What  valuable  piece  of  information  is  con- 
veyed by  an  insurance  company's  claims 
ratio? 

14.  Describe  the  type  of  insurance  that  protects 
you  if  you  are  hurt  while  on  the  job. 

15.  Explain  the  purpose  of  a  certificate  of 
insurance. 

16.  Distinguish  among  item  limits,  episode  lim- 
its, time  period  limits,  and  aggregate  limits 
as  used  in  health  insurance  policies. 

17.  What  are  the  differences  between  a 
deductible  and  a  copayment? 

18.  Explain  the  purpose  of  a  coordination-of- 
benefits  clause. 

19.  What  is  a  preexisting  condition,  and  how 
does  it  relate  to  a  recurring  clause  in  a  health 
insurance  policy  or  health  care  plan? 

20.  Explain  the  various  continuation  provisions 
typically  used  in  health  insurance  policies. 

21.  Define  disability  income  insurance  and 
explain  how  you  determine  your  level  of 
need  for  such  insurance. 

22.  Identify  the  major  policy  provisions  to  con- 
sider when  purchasing  disability  income 
insurance. 


I 


DECISIONMAKING  CASE! 


Case  1    A  New  Employee  Ponders 
Disability  Insurance 

Jim  Napier  of  Bethlehem,  Pennsylvania,  recently 
took  a  new  job  as  a  manufacturer's  representative 
for  an  aluminum  castings  company.  While  look- 
ing over  his  employee  benefits  materials,  he  dis- 
covered that  his  employer  would  provide  ten  sick 
days  per  year.  Jim  can  accumulate  a  maximum  of 
60  sick  days  if  any  go  unused  in  a  given  year.  In 
addition,  his  employer  provides  a  $1000-per- 
month,  short-term,  one-year  total  disability  pol- 
icy. After  calling  the  employee  benefits  office,  Jim 
found  that  he  might  qualify  for  S400  per  month 
in  Social  Security  disability  benefits  if  he  became 
unable  to  work.  Jim  also  knew  that  he  could  cease 
paying  $50  per  month  in  life  insurance  premiums 
if  he  became  disabled  under  a  waiver-of-premium 
option  in  his  life  insurance  policy.  Jim  earns  a  base 
salary  of  $1500  per  month  and  expects  to  earn 
about  that  same  amount  in  commissions,  for  an 
average  after-tax  income  of  $2100  per  month. 
After  considering  this  information,  Jim  became 
understandably  concerned  that  a  disability  might 
destroy  his  financial  future. 

(a)  What  is  the  level  of  Jim's  short-term,  one- 
year  disability  insurance  needs? 

(b)  What  is  the  level  of  Jim's  long-term  disability 
insurance  needs? 

(c)  Help  Jim  select  from  among  the  important 
disability  insurance  policy  provisions  (on 
pages  324-327)  to  design  a  disability  insur- 
ance program  tailored  to  his  needs. 

Case  2    A  CPA  Selects  a  Health  Insurance  Plan 

Your  friend  Taliesha  Jackson  of  Tulsa,  Oklahoma, 
recently  started  a  new  job  in  a  moderate-size  CPA 
firm.  Knowing  that  you  were  taking  a  personal 
finance  course,  she  asked  your  advice  about  the 
selection  of  her  health  insurance  plan.  Her 
employer  offered  four  options: 

•  Option  A  A  package  of  hospital,  surgical,  and 
medical  expense  insurance  plus  a  major  medical 
policy.  The  "first-dollar"  coverages  provide  for  45 
days  per  year  of  hospitalization  and  otherwise 
would  pay  the  usual,  customary,  and  reasonable 
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charges  for  almost  any  event,  including  maternity. 
The  major  medical  policy  has  a  $500  annual 
deductible  and  an  80  percent/20  percent  coinsur- 
ance clause  with  a  $20,000  coinsurance  cap.  The 
major  medical  policy  has  a  $100,000  aggregate 
limit. 

•  Option  B  A  comprehensive  health  insurance 
policy  with  a  $250  annual  deductible,  an  80  per- 
cent/20 percent  coinsurance  clause  with  a  $10,000 
coinsurance  cap,  and  a  $250,000  aggregate  limit. 

•  Option  C  Same  as  option  B  except  that  a  PPO  is 
associated  with  the  plan.  If  Taliesha  agrees  to  have 
services  provided  by  the  PPO,  her  annual 
deductible  drops  to  $100  and  the  coinsurance 
clause  is  waived.  As  an  incentive  to  get  employees 
to  select  option  C,  Taliesha's  employer  will  pro- 
vide dental  expense  insurance  worth  about  $20 
per  month. 

•  Option  D  Membership  in  an  HMO.  Taliesha 
would  have  to  contribute  $25  extra  each  month  if 
she  chose  this  option. 

(a)  Explain  to  Taliesha  why  her  employer 
requires  her  to  pay  extra  if  she  joins  the 
HMO. 

(b)  Why  might  Taliesha's  employer  provide  an 
incentive  of  dental  insurance  if  she  chooses 
option  C? 

(c)  To  help  her  make  a  decision,  Taliesha  has 
asked  you  to  make  a  list  of  three  positive  and 
three  negative  points  about  each  plan.  Pre- 
pare such  a  list. 


Math  Questions 


1.   Bernard  Haley  of  Rockford,  Illinois,  aged  61, 
recently  suffered  a  severe  stroke.  He  was  in 
intensive  care  for  12  days  and  was  hospital- 
ized for  18  more  days.  After  being  discharged 
from  the  hospital,  he  spent  45  days  in  a 
nursing  home  for  medically  necessary  nurs- 
ing and  rehabilitative  care.  Bernard  had  hos- 
pital, surgical,  and  medical  expense  insur- 
ance through  his  employer.  He  had  also 
purchased  major  medical  insurance  through 
a  group  plan  with  a  $1000  deductible  and 
$50,000  episode  and  $250,000  aggregate  lim- 
its. The  major  medical  policy  had  an  80/20 


coinsurance  clause  with  a  $2000  coinsurance 
cap.  All  of  Bernard's  policies  covered  med- 
ically necessary  services  performed  in  a  nurs- 
ing home  setting.  His  total  medical  bill  was 
$125,765,  and  his  insurance  from  his 
employer  covered  $42,814  of  these  charges. 

(a)  Of  the  remainder,  how  much  did  the 
major  medical  policy  pay? 

(b)  How  much  did  Bernard  pay? 

2.  Michael  Howitt  of  Berkley,  Michigan, 
recently  had  his  gallbladder  removed.  His 
total  bill  for  this  event,  which  was  his  only 
health  care  expense  for  the  year,  came  to 
$13,890.  His  health  insurance  plan  has  a 
$500  annual  deductible  and  a  75/25  coinsur- 
ance provision.  The  cap  on  Michael's  coin- 
surance share  is  $2000. 

(a)  How  much  of  the  bill  will  Michael  pay? 

(b)  How  much  of  the  bill  will  be  paid  by 
Michael's  insurance? 

3.  Marjorie  Wolfstead,  a  mortgage  broker  in 
Tucson,  Arizona,  had  heart  bypass  surgery 
last  year.  Marjorie  was  covered  by  both  Parts 
A  and  B  of  Medicare  with  the  following 
information  applicable  at  that  time. 

Part  A  annual  deductible:  $716 


Part  B  annual  deductible: 


$100 


Part  A  coinsurance: 
For  each  day  hospitalized 

over  60  and  up  to  90  days        $179/day 
For  days  1-20  for  skilled 

nursing  home  care  20% 

For  days  21-100  for  skilled 

nursing  home  care  $89.50/day 

For  nonskilled  approved 

home  health  care  20% 

For  approved  durable 

medical  equipment  20% 


Part  B  coinsurance: 
For  Medicare-approved  services 


20% 


Given  this  information  and  the  additional 
billing  information  for  Marjorie's  surgery 
and  recovery,  calculate  her  share  of  each 
component. 
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(a)  The  hospital  bill: 

7  days  in  intensive  care  at 

$700  per  day 

$  4,900 

14  days  in  a  regular  room 

at  $350  per  day 

4,900 

Operating  room,  X  rays,  tests 

5,000 

Total 

$14,800 

(b)  The  physician's  bills: 

Cardiologist  for  surgery  and 

follow-up 

$  3,000 

Anesthesiologist 

1,000 

Primary-care  physician  for 

hospital  visits 

1,320 

Total 

$5,320 

(c)  Recovery  expense  bills  after  the  hospital 
stay: 

Skilled  nursing  home  care 


for  30  days  at  $300  per  day 

$  9,000 

Nonskilled  home  health  care 

for  14  days  at  $100  per  day 

1,400 

Total 

$10,400 

(d)  What  was  the  total  amount  paid  by 

Marjorie? 

MONEY  MATTERS:  LIFE-CYCLE  CASES 

The  Hernandezes  Face 

the  Possibility  of  Long-Term  Care 

Victor  Hernandez  has  recently  learned  that  his 
uncle  has  Alzheimer's  disease.  After  discussing  this 
tragedy  with  Maria,  he  has  realized  that  two  of  his 
grandparents  probably  had  the  disease,  although 
no  formal  diagnosis  was  ever  made.  As  a  result, 
Victor  and  Maria  have  become  interested  in  how 
they  might  protect  themselves  from  the  financial 
impact  of  long-term  health  care. 

1.  What  factors  should  the  Hernandezes  con- 
sider as  they  shop  for  long-term  care  protec- 
tion? 

2.  Victor  is  still  in  his  forties.  How  does  his  age 
affect  their  decisions  related  to  long-term 
care  protection? 


The  Johnsons  Consider  Buying 
Disability  Insurance 

Although  Belinda  receives  a  generous  employee 
benefit  program,  it  does  not  provide  disability 
income  protection  other  than  eight  sick  days  per 
year  that  may  accumulate  to  20  days  if  she  does 
not  use  them.  Harry  also  has  no  disability  income 
insurance.  Although  both  have  worked  long 
enough  under  Social  Security  to  qualify  for  dis- 
ability benefits,  Belinda  has  estimated  that  Harry 
would  receive  about  $640  and  she  would  receive 
about  $800  per  month  if  they  qualified  for  Social 
Security.  Harry  and  Belinda  realize  that  they  could 
not  maintain  their  current  living  standards  on 
only  one  salary.  Thus,  the  need  for  some  disability 
income  insurance  has  become  evident  even 
though  they  probably  cannot  afford  such  protec- 
tion at  this  time.  In  fact,  they  chose  not  to  pur- 
chase the  disability  waiver  of  premium  option 
when  they  purchased  their  life  insurance.  Advise 
them  on  the  following  points: 

1.  Use  the  Decision-Making  Worksheet  on  page 
324  to  determine  how  much  disability  insur- 
ance Harry  and  Belinda  each  need.  Use  the 
December  salary  figures  from  Table  4.3.  To 
determine  the  amount  of  taxes  and  Social 
Security  paid  by  each,  assume  that  Harry, 
whose  salary  represents  approximately  42 
percent  of  their  total  income,  paid  a  compa- 
rable percentage  of  the  taxes. 

2.  Use  the  information  on  pages  324-327  to 
advise  the  Johnsons  about  their  selections 
related  to  the  following  major  policy  provi- 
sions: 

(a)  elimination  period 

(b)  benefit  period 

(c)  residual  clause 

(d)  Social  Security  rider 

(e)  cost-of-living  adjustments 
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Exploring  the  World  Wide 
Web  of  Personal  Finance 


-_zj      To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

wwv.  hmco.com/ college /bus  iness/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Visit  the  Web  site  for  the  National  Commit- 
tee on  Quality  Assurance,  where  you  will 
find  information  assessing  the  quality  of  and 
accreditation  status  of  health  care  plans.  If 
you  are  covered  by  a  health  care  plan,  search 
for  information  on  your  plan.  If  you  are  not 
covered  or  if  data  are  not  available  on  your 
plan,  select  a  major  city  and  obtain  the 
report  on  a  plan  in  that  city.  What  informa- 
tion, criteria,  and  other  data  in  the  report 
might  assist  you  in  assessing  the  quality  of 
any  plan?  Also  print  a  copy  of  NCQA's  con- 
sumer brochure. 


2.  On  the  Garman/Forgue  Web  site,  you  will  find 
the  Decision-Making  Worksheet  on  page  324 
to  calculate  your  disability  income  insurance 
needs.  Call  an  insurance  agency  and  a  direct 
seller  (see  footnote  on  page  325)  to  obtain 
policy  information  and  premium  quotations 
on  policies  that  would  fit  your  needs. 

3.  Visit  the  Web  site  of  the  Insurance  News  Net- 
work, where  you  will  find  tips  for  buying 
health  insurance  for  people  who  are  not  part 
of  a  group  plan.  List  four  suggestions  for  sav- 
ing money  on  individual  health  plans. 

4.  Revisit  the  Web  site  for  the  Insurance  News 
Network.  Determine  the  mandatory  cover- 
ages in  your  state  for  various  types  of  health 
procedures  and  providers.  How  does  your 
state  compare  with  others  in  the  breadth  and 
depth  of  mandated  coverages? 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M  Identify  the  purpose  of 
life  insurance  and  the  rea- 
sons for  buying  it. 


J    Recognize  that  the  need 
for  life  insurance  varies  over 
the  course  of  one's  life  and 
identify  the  procedures  used 
to  calculate  life  insurance 
needs. 


J    Distinguish  among  the 
various  types  of  term  and 
cash-value  life  insurance 
policies. 


■J    Discuss  important  points 
to  consider  when  choosing 
and  buying  life  insurance. 


U    Describe  and  explain 
the  purpose  of  the  major 
provisions  of  life  insurance 
policies. 


Although  death  is  certain,  when  it  will  occur  is  not.  With  this  uncertainty 
comes  the  risk  of  financial  losses.  Life  insurance  is  an  insurance  contract 
that  protects  against  financial  losses  resulting  from  death.  This  chapter 
examines  the  role  of  life  insurance  in  your  overall  personal  risk-management 
plan.  Topics  covered  include  reasons  for  buying  life  insurance,  ways  to  deter- 
mine your  insurance  needs,  the  many  types  of  life  insurance,  the  life  insurance 
policy  and  its  major  provisions,  and  strategies  for  buying  life  insurance. 
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Why  Buy  Life  Insurance? 


Ll  Identify  the  purpose  of 
life  insurance  and  the  rea- 
sons for  buying  it. 


In  a  sense,  the  term  "life  insurance"  is  a  misnomer.  The  person  on  whose  life  an 
insurance  policy  is  issued  will  not  be  protected  from  death,  nor  will  he  or  she 
benefit  financially  when  the  proceeds  of  the  policy  are  paid.  The  primary  reason 
for  buying  life  insurance  is  to  obtain  financial  protection  for  others  when  the 
insured  party  dies — thus,  perhaps  it  should  more  accurately  be  called  "death 
insurance."  In  another  sense,  however,  life  insurance  is  appropriately  named. 
Life  insurance  can  allow  the  survivors  and  heirs  of  the  deceased  to  continue  with 
their  lives  free  from  the  financial  burdens  that  death  can  bring.  Home  ownership 
can  be  safeguarded,  and  a  surviving  parent  of  young  children  may  be  able  to  stay 
at  home  rather  than  work  for  money  income  at  least  for  a  time.  College  or  other 
educational  plans  can  remain  intact,  and  retirement  income  can  be  made  avail- 
able for  the  surviving  spouse. 

Insurance  companies  employ  actuaries,  who  calculate  the  probabilities  of 
death  for  individuals  based  on  such  characteristics  as  age,  health,  and  lifestyle; 
these  probabilities  are  then  used  to  establish  the  rates  that  an  individual  must 
pay  for  life  insurance.  The  death  rate  represents  the  probability  that  an  indi- 
vidual will  die  at  a  given  age.  As  you  would  expect,  it  increases  as  a  person  grows 
older.  In  recent  years,  death  rates  for  most  age  groups  have  declined  due  to  med- 
ical advances  in  the  treatment  of  heart  disease,  stroke,  and  cancer.  Although 
most  people  live  to  at  least  retirement  age,  approximately  25  percent  of  today's 
adults  will  die  during  their  working  years.  Life  insurance  purchased  as  part  of 
one's  overall  financial  plan  enables  people  to  deal  with  this  potential  financial 
loss. 


tm    Recognize  that  the  need 
for  life  insurance  varies  over 
the  course  of  one's  life  and 
identify  the  procedures  used 
to  calculate  life  insurance 
needs. 


How  to  Determine  Your  Life  Insurance  Needs 

Life  insurance  needs  are  highly  individualized  and  can  vary  from  zero  to  more 
than  $1  million.  The  individual's  stage  in  the  life  cycle  is  a  key  factor,  as  are  rel- 
evant financial  factors.  After  discussing  these  factors,  this  section  presents  two 
methods  for  calculating  life  insurance  needs. 


Life  Insurance  Needs  over  the  Life  Cycle 

The  need  for  life  insurance  varies  over  the  life  cycle.  During  childhood  and  while 
single,  our  need  for  life  insurance  is  nonexistent  or  very  small,  because  few,  if 
any,  other  people  rely  on  our  income.  With  marriage  comes  the  increased 
responsibility  for  another  person,  although  life  insurance  needs  will  probably 
remain  low  because  each  spouse  usually  has  the  potential  to  support  himself  or 
herself  if  the  other  partner  were  to  die.  The  arrival  of  children,  however,  triggers 
a  sharp  increase  in  life  insurance  needs  except  in  the  rare  circumstances  where 
sufficient  amounts  of  other  financial  resources  are  available.  Children  often 
require  as  many  as  25  years  of  parental  support,  during  which  time  they  have 
little  ability  to  provide  for  themselves.  As  children  grow  older,  the  number  of 
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years  of  remaining  dependency  declines.  Most  parents  eventually  see  a  reduced 
need  for  life  insurance  once  their  children  become  independent,  in  part  because 
parental  responsibility  for  children  declines  and  in  part  because  the  parent's 
investment  program  may  have  grown  large  enough  to  be  used  for  income. 
Retirement  and  the  likelihood  of  another  period  of  singlehood  reduce  the  need 
for  life  insurance  even  further — or  may  even  eliminate  it  altogether. 


Financial  Factors  Affecting  Life  Insurance  Needs 

In  addition  to  grief  over  the  personal  loss  involved  in  the  death  of  a  loved  one, 
survivors  may  experience  severe  financial  losses.  These  losses  can  include  the 
lost  income  of  the  deceased  and  expenditures  for  final  expenses,  a  readjustment 
period,  debt  repayment,  and  education  for  children.  Existing  life  insurance, 
financial  assets,  and  Social  Security  may  partially  offset  such  losses. 

Income-Replacement  Needs  The  major  financial  loss  resulting  from  premature 
death  is  the  lost  income  of  the  deceased — that  is,  the  money  used  to  pay  for  the 
household's  ongoing  needs.  Included  in  this  lost  income  is  the  value  of  any 
essential  employment  fringe  benefits,  such  as  health  plan  benefits  for  depen- 
dents. Similarly,  the  household  work  of  family  members  should  not  be  over- 
looked. The  best  way  to  calculate  the  value  of  household  work  is  to  estimate  the 
annual  cost  of  hiring  the  lost  services.  In  addition,  many  dual-earner  families 
require  both  incomes  to  maintain  the  desired  level  of  living.  Thus,  life  insurance 
needs  should  be  calculated  for  all  family  income  providers.  Some  people  may 
also  provide  income  for  their  parents,  and  this  flow  of  income  must  be  protected 
as  well. 

Final-Expense  Needs  Final  expenses  are  those  one-time  expenses  occurring 
just  prior  to  or  after  a  death.  Probably  the  greatest  of  these  expenses  relates  to 
the  funeral,  which  often  costs  more  than  $5000.  Travel  expenses  for  family 
members  during  a  terminal  illness  and  to  attend  a  funeral  can  be  quite  high. 
Likewise,  food  and  lodging  expenses  for  mourners  are  often  substantial.  Severe 
and  costly  disruptions  of  family  life  can  last  up  to  a  month  or  more. 

Readjustment-Period  Needs  A  period  of  readjustment  is  often  necessary  after 
the  death  of  a  loved  one.  This  period  may  last  for  a  few  years  and  may  have 
financial  aspects  that  require  substantial  life  insurance  proceeds.  For  example, 
the  death  of  a  parent  with  young  children  may  be  such  a  shock  that  the  surviv- 
ing spouse  chooses  to  forgo  employment  for  a  while.  Similarly,  a  working  spouse 
may  need  to  take  time  off  from  a  job  to  obtain  further  education. 

Debt-Repayment  Needs  Many  people  expect  life  insurance  proceeds  to  pay  off 
installment  loans,  personal  loans,  and  the  outstanding  balance  on  the  home 
mortgage  should  a  family  income  provider  die.  Actually,  a  family  that  has  pro- 
vided adequately  for  the  replacement  of  lost  income  probably  will  not  need  to 
make  specific  insurance  provisions  for  the  repayment  of  debts.  It  is  sometimes 
helpful,  however,  to  create  a  plan  to  pay  off  all  debts  other  than  the  mortgage 
for  no  other  reason  than  to  simplify  the  financial  life  of  the  survivors. 
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College-Expense  Needs  Many  families  with  small  children  have  a  college  sav- 
ings plan  in  place.  Adequate  provision  to  replace  lost  income  should  allow  con- 
tinuation of  the  plan.  However,  most  families  will  also  use  current  income  to 
handle  expenses  when  the  children  are  in  college,  and  the  death  of  a  family 
income  provider  may,  therefore,  impede  the  ability  to  meet  the  need.  The  solu- 
tion is  to  earmark  a  dollar  amount  of  life  insurance  proceeds  for  future  college 
expenses. 

Other  Special  Needs  Many  families  have  special  needs  that  require  considera- 
tion in  the  life  insurance  planning  process.  Wealthier  families  might  need  extra 
life  insurance  to  pay  federal  estate  and  state  inheritance  taxes  (covered  in  Chap- 
ter 19).  A  family  with  a  disabled  child  might  have  special  needs  if  that  child  is 
likely  to  require  medical  or  custodial  care  as  an  adult. 

Government  Benefits  Widows,  widowers,  and  their  dependents  may  qualify  for 
various  government  benefits,  most  notably  Social  Security  survivor's  benefits 
that  are  paid  to  a  surviving  spouse  and  children.  The  level  of  benefits  depends 
on  the  amount  of  Social  Security  taxes  paid  by  the  deceased  during  his  or  her 
life.  (Details  on  estimating  Social  Security  benefits  are  provided  in  Appendix  B.) 
If  eligible,  a  family  can  receive  as  much  as  $25,000  per  year,  but  these  benefits 
generally  cease  when  the  youngest  child  reaches  age  18  and  do  not  begin  again 
until  the  surviving  spouse  nears  retirement  age.  This  period  of  ineligibility  for 
Social  Security  benefits,  called  the  Social  Security  blackout  period,  ends  when 
the  surviving  spouse  reaches  the  age  of  60.  The  surviving  spouse  may  then  col- 
lect survivor's  benefits  until  age  62  when  he  or  she  may  begin  collecting  Social 
Security  retirement  benefits  from  the  individual's  Social  Security  retirement 
account  or  from  the  spouse's  account,  whichever  provides  the  higher  payment. 

Existing  Insurance  and  Assets  Employers  often  provide  life  insurance  to  their 
employees  as  an  employee  benefit.  In  addition,  many  people  have  existing  life 
insurance  that  was  purchased  for  them  as  children  or  that  they  themselves  pur- 
chased prior  to  employment.  These  coverages  can  reduce  the  need  for  additional 
life  insurance  purchases. 

As  time  passes,  individuals  and  families  usually  acquire  at  least  a  minimal 
amount  of  savings  and  investments.  The  funds  held  in  savings  accounts,  certifi- 
cates of  deposit,  stocks,  bonds,  and  mutual  funds  often  are  specifically  ear- 
marked for  some  special  goal,  such  as  retirement,  travel,  or  college  for  children. 
In  the  event  of  a  premature  death,  they  could  be  used  to  meet  final  and  read- 
justment expenses  as  well  as  to  replace  lost  income,  even  though  it  may  be  wiser 
to  use  these  funds  for  their  originally  intended  purpose.  Pension  funds  and 
retirement  plans  of  the  deceased,  such  as  401  (k)  and  403(b)  plans  and  IRAs  (dis- 
cussed in  Chapter  18,  "Retirement  Planning"),  are  sometimes  viewed  as 
resources.  Younger  families  should  be  wary  of  using  retirement  money  for  living 
expenses  after  the  death  of  an  income  provider,  however,  as  this  strategy  may 
jeopardize  the  surviving  spouse's  retirement.  As  a  general  rule,  life  insurance 
needs  decrease  and  assets  increase  over  the  course  of  one's  life.  At  some  point, 
savings  and  investments  may  exceed  potential  losses  and  eliminate  the  need  for 
life  insurance — especially  after  age  60,  when  retirement  is  imminent  or  has 
arrived. 
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Calculating  the  Dollar  Amount  of  Loss 

Determining  the  magnitude  of  the  possible  losses  resulting  from  a  premature 
death  can  be  complicated.  One  calculation  method  involves  an  attempt  to  put  a 
dollar  value  on  the  life  to  be  insured  based  on  some  notion  of  the  psychological 
loss  that  would  be  felt.  This  approach  is  particularly  inadequate  and  hazardous 
because  it  has  no  connection  to  the  actual  financial  loss  that  will  be  suffered. 

The  Multiple-of-Earnings  Approach  Some  people  use  a  multiple-of-earnings 
approach  to  estimate  how  much  life  insurance  they  need.  This  method  consists 
of  multiplying  one's  income  by  some  factor  to  derive  a  final  figure.  For  example, 
one  simple  rule-of-thumb  multiple-of-earnings  approach  is  to  have  life  insur- 
ance five  or  six  times  one's  annual  income.  One  could  also  use  the  interest  fac- 
tors from  Appendix  A.4  for  a  given  after-tax,  after-inflation  interest  rate  and 
given  number  of  years  of  need.  For  example,  someone  who  wishes  to  replace 
$36,000  for  20  years  at  an  interest  rate  of  4  percent  would  need  to  have  $489,240 
of  life  insurance  protection. 

Note  that  the  multiple-of-earnings  approach  addresses  only  one  of  the  fac- 
tors affecting  life  insurance  needs — income-replacement  needs.  It  does  not  take 
into  consideration  such  factors  as  age,  family  situation,  and  losses  other  than 
income  that  can  occur  when  someone  dies.  Thus,  it  is  an  imprecise  (although 
relatively  easy-to-use)  method  for  determining  life  insurance  needs. 

The  Needs  Approach  The  needs  approach  to  estimating  life  insurance  needs 
considers  all  of  the  factors  that  might  affect  the  level  of  need.  It  improves  upon 
the  calculations  of  a  multiple-of-earnings  approach  by  including  a  more  accurate 
assessment  of  income  replacement  need  and  considers  factors  that  add  to  and 
reduce  the  level  of  need.  The  Decision-Making  Worksheet  "The  Needs  Approach 
to  Life  Insurance"  illustrates  calculations  made  via  the  needs  approach.  Consider 
the  example  of  Zoel  Raymond,  a  35-year-old  factory  foreman  from  Holyoke, 
Massachusetts,  who  has  a  spouse  (aged  30)  and  three  sons  (aged  eight,  seven, 
and  two  years).  Zoel  earns  $36,000  and  desires  to  replace  his  income  for  30  years, 
at  which  time  his  spouse  would  no  longer  need  to  support  her  children  finan- 
cially. The  middle  column  of  the  worksheet  expands  on  the  situation  faced  by 
Zoel. 

1.  Income-replacement  needs.  Zoel's  income  of  $36,000  is  multiplied  by  0.75  and 
the  interest  factor  of  17.292.  This  factor  was  used  because  Zoel  decided  that 
it  would  be  best  to  replace  his  lost  income  for  30  years  or  until  Man,',  his  wife, 
reached  age  60  and  passed  through  the  Social  Security  blackout  period.  Zoel 
and  Mary  are  moderate-risk  investors  and  believe  that  she  could  earn  a  4  per- 
cent after-tax,  after-inflation  rate  of  return  on  life  insurance  proceeds. 
Income  replacement  needs  based  on  these  conditions  amount  to  $466,884. 

2.  Final-expense  needs.  Zoel  estimates  his  final  expenses  for  funeral,  burial,  and 
other  expenses  at  $10,000. 

3.  Readjustment-period  needs.  Mary  has  a  career  as  a  columnist  for  a  local  news- 
paper, which  earns  her  an  annual  income  of  $38,000.  Allocating  $19,000  for 
readjustment-period  needs  would  allow  her  to  take  a  six-month  leave  of 
absence  from  her  job  or  meet  other  readjustment  needs. 


CHAPTER  12     Life  Insurance  Planning 


337 


4.  Debt-repayment  needs.  Zoel  and  Mary  owe  $10,000  on  various  credit  cards 
and  an  auto  loan.  They  also  owe  about  $78,000  on  their  home  mortgage. 
Mary  would  like  to  pay  off  all  debts  except  the  mortgage  debt  should  Zoel 
die.  The  mortgage  debt  would  be  affordable  if  Zoel's  income  was  replaced. 


DECISION- 
MAKING 

orksheet 


The  Needs  Approach  to  Life  Insurance 


This  worksheet  provides  a  mechanism  for  estimating 
life  insurance  needs  using  the  needs  approach.  The 
amounts  needed  for  income  replacement,  final 
expenses,  readjustment  needs,  debt  repayment,  col- 
lege expenses,  and  other  special  needs  are  calculated 


Factors  Affecting  Need 


1.  Income-replacement  needs 

Multiply  75  percent  of  annual  income*  by  the  interest 
factor  from  Appendix  A.4  that  corresponds  with  the  number  of 
years  that  the  income  is  to  be  replaced  and  the  assumed  after-tax, 
after-inflation  rate  of  return. 

($27,000  x  1 7.292  for  30  years  at  a  4%  rate  of  return) 

2.  Final-expense  needs 

Includes  funeral,  burial,  travel,  and  other  items  of  expense  just 
prior  to  and  after  death. 

3.  Readjustment-period  needs 

To  cover  employment  interruptions  and  possible  education 
expenses  for  surviving  spouse  and  dependents. 

4.  Debt-repayment  needs 

Provides  repayment  of  short-term  and  installment  debt, 
including  credit  cards  and  personal  loans. 

5.  College-expense  needs 

To  provide  a  fund  to  help  meet  college  expenses  of  dependents. 

6.  Other  special  needs 

7.  Subtotal  (combined  impact  of  items  1-6) 

8.  Government  benefits 

Present  value  of  Social  Security  survivor  benefits  and  other  benefits. 

Multiply  monthly  benefit  estimate  (from  Appendix  B)  by  12  and  use 
Appendix  A.4  for  the  number  of  years  that  benefits  will  be  received 
and  the  same  interest  rate  that  was  used  in  item  1. 
($1 933  x  1 2  x  1 1 .1 1 8  for  1 5  years  of  benefits  and  a  4%  rate  of  return) 

9.  Current  insurance  assets 
10.   Life  insurance  needed 


and  then  reduced  by  funds  available  from  govern- 
ment benefits  and  any  current  insurance  or  assets 
that  could  cover  the  need.  This  worksheet  is  repro- 
duced on  the  Garman/Forgne  Web  site. 


$466,884 
+     10,000 

+     19,000 

+     10,000 

+     75,000 

+  0 

+  $580,884 


-  257,893 

-  95,000 
$  227,991 


Example  Your  Figures 


*  Seventy-five  percent  is  used  because  about  25  percent  of  income  is  used  for  personal  needs. 
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5.  College-expense  needs.  Zoel  estimates  that  it  would  currently  cost  $25,000  for 
each  of  his  sons  to  attend  the  local  campus  of  a  public  university.  Should  he 
die,  $75,000  of  the  life  insurance  proceeds  could  be  invested  until  each  son 
goes  to  college.  If  invested  appropriately,  the  funds  would  grow  at  a  rate  suf- 
ficient to  keep  up  with  increasing  costs  of  a  college  education. 

6.  Other  special  needs.  Zoel  and  Mary  do  not  have  any  unusual  needs  related  to 
life  insurance  planning  and  entered  $0  for  this  factor. 

7.  Subtotal.  The  Raymonds  total  items  1  through  6  on  the  worksheet  and  deter- 
mine that  financial  needs  arising  out  of  Zoel's  death  would  total  $580,884. 
Although  this  sum  seems  large  to  them,  they  have  access  to  two  resources 
that  can  reduce  this  figure,  as  indicated  in  items  8  and  9. 

8.  Government  benefits.  Zoel  estimates  that  his  family  would  qualify  for 
monthly  Social  Security  survivor's  benefits  of  $1933  (estimated  from  Appen- 
dix B).  These  benefits  would  be  paid  for  15  years,  until  his  youngest  son  turns 
18.  The  present  value  of  this  stream  of  benefits  is  $257,893  from  Appendix 
A. 4,  assuming  a  4  percent  return  for  15  years. 


I  HOW  I 


to. .. 


View  Life  Insurance  If  You  Are  a  Young  Professional 


When  people  graduate  from  college,  their  names 
and  accomplishments  may  become  known  to  many 
people  through  announcements  in  hometown 
newspapers.  Life  insurance  agents  use  such  lists  to 
obtain  sales  prospects,  who  are  solicited  by  mail  or 
by  telephone  for  a  life  insurance  "consultation." 

For  example,  Irene  Leech  of  Monterey,  Califor- 
nia, recently  graduated  with  a  degree  in  tourism 
management  and  has  accepted  a  position  paying 
$33,000  per  year  in  gross  salary.  Irene  is  single  and 
lives  with  her  sister.  She  owes  $9500  on  a  car  loan 
as  well  as  $11,800  in  education  loans.  She  has 
about  $4000  in  the  bank.  Among  her  employee 
benefits  is  an  employer-paid  term  insurance  policy 
equal  to  her  annual  salary. 

Irene  has  been  approached  by  a  life  insurance 
agent  whose  calculations  suggest  that  she  needs 
$165,000,  or  five  times  her  income.  Does  she?  If  we 
apply  the  needs  approach  to  Irene's  situation,  we 
see  the  following: 


•  Because  Irene  has  no  dependents,  she  needs  no 
insurance  for  income  replacement,  readjustment- 
period  needs,  college-expense  needs,  or  other  spe- 
cial needs.  Items  1,  3,  5,  and  6  in  the  needs 
approach  worksheet  on  page  337  are  $0. 

•  Irene's  survivors  will  not  qualify'  for  any  govern- 
ment benefits,  so  item  8  will  also  be  $0. 

•  Irene  estimates  her  burial  costs  at  $6000,  which 
she  entered  for  item  2. 

•  Irene  would  like  to  see  her  $9500  in  automobile 
and  $11,800  in  education  loans  repaid  in  the 
event  of  her  death.  She  feels  better  knowing  that 
her  younger  sister  could  inherit  her  car  free  and 
clear.  She  entered  $19,300  for  item  4. 

•  Irene  has  combined  life  insurance  and  assets  of 
$37,000  and  entered  that  amount  for  item  8. 

The  resulting  calculations  show  that  Irene  needs 
no  additional  life  insurance  ($6000  +  $21,300  - 
$37,000  =  -$9700).  When  her  circumstances 
change,  Irene  could  reappraise  her  needs. 
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9.  Current  insurance  and  assets.  Zoel  has  a  $50,000  life  insurance  policy  pur- 
chased five  years  ago.  His  employer  also  pays  for  a  group  policy  equal  to  his 
$45,000  gross  annual  income.  Zoel's  major  assets  include  his  home  and  his 
retirement  plan.  Because  he  does  not  want  Mary  to  have  to  liquidate  these 
assets  if  he  dies,  he  includes  only  the  $95,000  insurance  coverage  in  item  9. 

10.  Life  insurance  needed.  After  subtracting  worksheet  items  8  and  9  from  the 
subtotal,  Zoel  estimates  that  he  needs  an  additional  $227,991  in  life  insur- 
ance. 

Because  Mary  earns  an  income  similar  to  that  of  Zoel's,  her  life  insurance 
needs  may  be  similar;  to  determine  the  specific  amount,  however,  the  couple 
must  complete  a  worksheet  for  her  as  well.  Next,  the  Raymonds  will  need  to 
decide  what  type  of  life  insurance  is  best  and  from  whom  to  buy  additional  life 
insurance.  The  remainder  of  this  chapter  covers  these  topics. 


J    Distinguish  among  the 
various  types  of  term  and 
cash-value  life  insurance 
policies. 


Types  of  Life  Insurance 

Although  many  people  are  confused  by  the  variety  of  life  insurance  policies,  in 
reality  there  are  only  two  types  of  life  insurance:  term  life  insurance  and  cash- 
value  life  insurance.  Term  life  insurance  is  often  described  as  "pure  protection" 
because  it  pays  benefits  only  if  the  insured  person  dies  within  the  time  period 
(term)  of  the  policy.  The  policy  must  be  renewed  if  coverage  is  desired  for 
another  time  period.  Cash-value  life  insurance  pays  benefits  at  death  and 
includes  a  savings/investment  element  that  can  provide  benefits  to  the  policy- 
holder. Cash-value  insurance  is  sometimes  called  permanent  insurance 
because  it  does  not  need  to  be  renewed.  Due  to  its  investment  aspect,  cash-value 
life  insurance  costs  more  than  term  insurance. 


Term  Life  Insurance 

Term  life  insurance  contracts  are  most  often  written  for  time  periods  of  one,  five, 
ten,  or  20  years.  If  the  insured  survives  the  specified  time  period,  the  beneficiary 
receives  no  monetary  benefits.  Term  insurance  can  be  purchased  in  contracts 
with  face  amounts  in  multiples  of  $1000,  usually  with  a  minimum  face  amount 
of  $50,000.  The  face  amount  is  the  dollar  value  of  protection  as  listed  in  the  pol- 
icy and  used  to  calculate  the  premium. 

Unless  otherwise  stipulated  by  the  original  contract,  you  must  apply  for  a 
new  contract  and  may  be  required  to  undergo  a  medical  examination  to  renew 
the  policy.  The  premium  will  increase,  reflecting  your  older  age  and  greater  like- 
lihood of  dying  while  the  new  policy  remains  in  force.  If  you  have  a  health  prob- 
lem, you  may  be  denied  a  new  policy  or  be  asked  to  pay  higher  premiums.  Thus, 
term  insurance  premiums  rise  with  each  renewal.  For  example,  a  $100,000  five- 
year  renewable  term  policy  for  a  man  aged  25  might  have  an  annual  premium 
of  $110;  at  age  35,  the  policy  might  cost  $165;  and  at  age  45,  it  might  cost  $230. 
Nonetheless,  term  policies  are  less  expensive  than  cash-value  policies  because 
they  do  not  include  a  savings/investment  element. 
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Guaranteed  Renewable  Term  Insurance  Proving  insurability  may  be  difficult 
should  you  develop  a  health  problem  during  the  period  of  a  term  policy.  Term 
life  insurance  policies,  however,  are  usually  written  as  guaranteed  renewable 
term  insurance.  If  designed  to  be  renewed  annually,  such  policies  are  called 
annual  renewable  term  (ART).  In  a  sense,  the  renewability  option  insures 
against  the  possibility  of  becoming  uninsurable.  The  number  of  renewals  you 
can  make  without  proving  insurability  may  be  limited,  and  a  maximum  age 
may  be  specified  for  these  renewals  (usually  age  65  or  70).  Unless  you  are  pos- 
itive that  you  will  not  need  a  renewal,  guaranteed  renewable  term  insurance  is 
recommended. 

Level-Premium  Term  Insurance  You  can  partially  avoid  term  insurance  pre- 
mium increases  as  you  grow  older  by  buying  level-premium  (or  guaranteed- 
premium)  term  insurance,  which  is  a  term  policy  with  a  long  time  period  of 
perhaps  five,  ten,  or  20  years.  Under  such  a  policy,  the  premiums  remain  con- 
stant, possibly  throughout  the  entire  life  of  the  policy;  more  likely,  however, 
they  remain  constant  for  a  five-  or  ten-year  interval,  at  which  time  they  might 
increase  to  a  new  constant  rate  for  another  five-  or  ten-year  interval.  Premiums 
charged  in  early  years  are  higher  than  necessary  to  balance  out  the  lower-than- 
necessary  premiums  in  later  years.  Level-premium  policies  may  include  a  re-enter 
provision,  requiring  proof  of  good  health  at  the  beginning  of  each  interval.  If 
health  status  changes,  the  insured  must  re-enter  the  policy  at  higher  rates  than 
originally  anticipated.  Be  wary  of  policies  with  such  a  provision,  especially  if  you 
anticipate  needing  coverage  beyond  the  initial  level-premium  interval. 

Decreasing  Term  Insurance  With  decreasing  term  insurance,  the  face  amount 
of  coverage  declines  annually,  while  the  premiums  remain  constant.  The  owner 
chooses  an  initial  face  amount  and  a  contract  period,  after  which  the  face 
amount  of  the  policy  gradually  declines  (usually  each  year)  to  some  minimum 
(such  as  $50,000)  in  the  last  year  of  the  contract.  For  example,  a  woman  aged  25 
might  buy  a  30-year  $200,000  decreasing  term  policy  that  declines  by  $5000 
each  year.  The  major  benefit  of  decreasing  term  policies  is  that  they  attempt  to 
fit  one's  changing  insurance  needs. 

Credit  Term  Life  Insurance  Credit  term  life  insurance  will  pay  the  remaining 
balance  of  a  loan  if  the  insured  dies  before  repaying  the  debt.  Basically,  it  repre- 
sents a  decreasing  term  insurance  policy  with  the  creditor  named  as  beneficiary. 
Though  this  type  of  insurance  is  seriously  overpriced,  individuals  who  have 
health  problems  that  make  life  insurance  expensive  or  difficult  to  obtain  might 
use  this  option  to  help  meet  a  portion  of  their  overall  life  insurance  needs. 

Group  Term  Life  Insurance  Group  term  life  insurance  is  issued  to  people  as 
members  of  a  group  rather  than  individually.  Most  such  policies  are  written  for 
a  large  number  of  employees,  with  premiums  paid  in  full  or  in  part  by  the 
employer.  Group  life  insurance  premiums  are  average  rates  based  on  the  group's 
characteristics.  Unlike  with  health  insurance,  group  life  insurance  rates  are  not 
consistently  lower  than  individual  rates.  If  you  are  a  good  risk,  you  usually  can 
do  better  buying  life  insurance  on  your  own.  If  you  are  insured  under  a  group 
plan,  you  need  not  prove  your  insurability,  and  you  can  usually  convert  the  pol- 
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icy  to  an  individual  basis  without  proof  of  insurability  if  you  leave  the  group. 
Such  convertibility  represents  a  major  benefit  for  persons  whose  health  status 
makes  individual  life  insurance  unaffordable  or  unattainable. 

Convertible  Term  Insurance  Convertible  term  insurance  offers  the  policy- 
holder the  option  of  exchanging  a  term  policy  for  a  cash-value  policy  without 
evidence  of  insurability.  Usually,  this  conversion  is  available  only  in  the  early 
years  of  the  term  policy.  Some  policies  provide  for  an  automatic  conversion  from 
term  to  cash-value  insurance  after  a  specific  number  of  years. 

There  are  two  ways  to  convert  a  term  policy  to  a  cash-value  policy.  First, 
you  can  simply  request  the  conversion  and  begin  paying  the  higher  premiums 
required  for  the  cash-value  policy.  The  savings/investment  element  of  the  cash- 
value  policy  will  begin  accumulating  as  of  the  date  of  the  conversion.  Second, 
you  can  give  the  company  the  money  that  would  have  built  up  had  the  policy 
originally  been  written  on  a  cash-value  basis.  Although  this  lump  sum  may  be 
a  considerable  amount,  it  does  represent  an  asset  for  the  policyholder.  Fur- 
thermore, the  new  premiums  will  be  based  on  your  age  at  the  time  you  bought 
the  original  term  policy  This  may  result  in  lower  premiums. 


Cash-Value  Life  Insurance 

Cash-value  life  insurance  pays  benefits  upon  the  death  of  the  insured  and  also 
incorporates  a  savings/investment  element  that  allows  the  payment  of  benefits 
prior  to  death.  Thus,  it  includes  a  cash  value  representing  the  value  of  the 
investment  in  the  life  insurance  policy.  This  cash  value  belongs  to  the  owner  of 
the  policy  and  not  to  the  beneficiary  (unless,  of  course,  they  are  the  same  per- 
son). While  the  insured  is  alive,  the  owner  may  obtain  the  cash  value  by  bor- 
rowing from  the  insurance  company  or  by  surrendering  and  canceling  the  pol- 
icy. Such  insurance  is  sometimes  called  whole  life  insurance  because  coverage  is 
maintained  for  the  entire  life  of  the  insured.  You  do  not  need  to  renew  the  pol- 
icy or  prove  your  insurability  again,  and  the  annual  premiums  for  cash-value 
policies  usually  remain  constant. 


rrrn 


Parties  to  the  Contract 


Several  parties  will  be  named  in  the  life  insurance 
contract  (policy).  The  owner  (also  called  the  poli- 
cyholder) retains  all  rights  and  privileges  granted 
by  the  policy,  including  the  right  to  amend  the  pol- 
icy and  the  right  to  designate  who  receives  the  pro- 
ceeds. The  insured  is  the  person  whose  life  is 
insured.  The  beneficiary  is  the  person  or  organiza- 


tion named  in  the  policy  that  will  receive  the  life 
insurance  or  other  benefit  payment  in  the  event  of 
the  insured's  death.  The  contingent  beneficiary 
becomes  the  beneficiary  if  the  original  beneficiary 
dies  before  the  insured.  Although  the  owner  and 
the  insured  are  often  the  same  person,  it  is  possible 
for  four  different  people  to  be  named. 
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Figure  12.1 


Comparison  of  Premium  Dollars  for  Life  Insurance 

For  example,  for  a  25-year-old  female,  the  annual 
premium  might  be  $800  for  a  $100,000  cash-value 
policy,  but  only  $120  for  a  $100,000  term  policy. 


Cash-Value  Policy 

Premium  to  pay 
for  insurance 
protection,  sales 
commissions,  and 
company  expenses 


Premium  to  provide 
for  the  building 
of  cash  value  and 
related  company 
expenses 


Term  Policy 

Premium  to  pay 
for  insurance 
protection,  sales 
commissions,  and 
company  expenses 


Dollars  not  spent 
on  life  insurance 
and  available  to 
spend,  save,  or 
invest 


Figure  12.2 


The  Essence  of  Cash-Value  Life  Insurance 


Time 


The  premiums  for  cash-value  policies  are  always 
higher  than  those  for  term  policies  providing  the 
same  amount  of  coverage,  because  only  a  portion  of 
the  premium  is  used  to  provide  the  death  benefit  and 
the  remainder  is  used  to  build  the  cash  value.  Figure 
12.1  illustrates  the  premium  differences  between 
cash-value  and  term  life  insurance  policies. 

Cash-value  life  insurance  actually  represents  a 
combination  of  decreasing  term  insurance  and  an 
investment  account  that  adds  up  to  the  face  amount 
of  the  policy.  Figure  12.2  illustrates  this  concept.  Ini- 
tially, for  example,  you  might  have  $100,000  of  insur- 
ance and  no  savings.  Several  years  later,  you  might 
have  built  up  S2000  in  savings  within  the  policy.  In 
the  event  of  your  death,  your  beneficiary  would  col- 
lect $100,000,  of  which  $2000  would  be  your  own 
money.  If  you  lived  long  enough,  the  cash  value 
could  equal — and  might  surpass — the  $100,000  fig- 
ure. In  effect,  your  beneficiary  would  then  collect 
your  "savings  account"  rather  than  an  insurance 
payment. 

The  rate  at  which  the  cash  value  accumulates  in  a 
policy  depends  on  the  rate  of  return  earned.  Most 
cash-value  policies  have  a  guaranteed  minimum  rate 
of  return,  often  2  to  4  percent.  The  second  column  of 
Table  12.1  shows  the  cash-value  accumulations  for  a 
typical  cash-value  policy  with  a  guaranteed  rate  of 
return  of  4  percent. 

Even  though  the  cash  value  of  a  life  insurance  pol- 
icy accumulates  throughout  your  life,  only  the  face 
amount  of  the  policy  will  be  paid  upon  your  death. 
Prior  to  death  you  may  cash  in  the  policy  for  the  accu- 
mulated cash  value,  which  cancels  your  insurance 
coverage,  or  you  may  borrow  all  or  part  of  the  cash 
value.  You  must  repay  the  amount  borrowed  with 
interest,  and  any  amount  owed  will  be  subtracted 
^_  from  the  face  amount  of  the  policy  should  you  die 

while  the  debt  remains  outstanding.  (The  specifics  of 
cashing  in  a  policy  and  borrowing  cash  values  will  be 
discussed  in  more  detail  later  in  this  chapter.)  In  many  ways,  cash  values  repre- 
sent a  kind  of  forced  saving  that  allows  funds  to  build  up  while  you  buy  life  insur- 
ance. Several  different  types  of  cash-value  life  insurance  are  available. 

Whole  Life  Insurance  Whole  life  insurance  is  a  form  of  cash-value  life  insur- 
ance that  provides  lifetime  life  insurance  protection  and  expects  you  to  pay  pre- 
miums for  life.  Straight  life  and  ordinary  life  are  labels  sometimes  used  inter- 
changeably with  "whole  life." 


Cash-value 
buildup 


Limited-Pay  Whole  Life  Insurance   Limited-pay  whole  life  insurance  is  whole 
life  insurance  that  allows  premium  payments  to  cease  before  you  reach  the  age 
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Table  12.1 


Cash-Value  Buildup — Guaranteed  versus  Current  Rates 

Figures  are  illustrative  for  a  $50,000  universal  life  policy;  the  annual  premium 
is  $684. 


Policy 
Year 

"Guaranteed" 

Cash-Surrender  Value 

(4.0%  rate)* 

"Current  Rate" 

Cash-Surrender  Value 

(7.6%  rate)* 

1 

$0 

$0 

2 

0 

236 

3 

585 

886 

4 

1,280 

1,577 

5 

1,993 

2,377 

6 

2,723 

3,187 

7 

3,470 

4,212 

8 

4,234 

5,258 

9 

5,016 

6,302 

10 

5,816 

7,419 

15 

10,089 

14,748 

20 

14,738 

25,812 

25 

19,888 

39,419 

•  The  policy  has  a  back-end  load  that  reduces  buildup  of  cash-surrender  values 
in  early  years. 


of  100.  Two  common  examples  are  twenty-pay  life  policies,  which  allow  pre- 
mium payments  to  cease  after  20  years,  and  paid-at-65  policies,  which  require 
payment  of  premiums  only  until  the  insured  turns  65.  Although  premiums  need 
be  paid  only  for  the  specified  time  period,  the  insurance  protection  lasts  for  your 
entire  life.  An  extreme  version  of  limited-pay  life  insurance  is  the  single- 
premium  life  insurance  policy,  in  which  the  premium  is  paid  once  in  the  form 
of  a  lump  sum.  As  you  might  expect,  the  annual  premiums  for  limited-pay  poli- 
cies are  higher  than  for  whole-life  policies  because  the  insurance  company  has 
fewer  years  to  collect  premiums.  Limited-pay  policies  are  said  to  be  paid  up 
when  the  owner  can  stop  paying  premiums.  Paid-up  policies  continue  to  accu- 
mulate cash  values  but  at  a  slower  rate  because  a  portion  of  the  earnings  go  to 
pay  the  premiums  no  longer  being  paid  by  the  owner. 

Life  insurance  agents  often  pitch  vanishing  premium  life  insurance 
designed  to  allow  policyholders  to  cease  making  premium  payments  after  just  a 
few  years.  In  these  plans,  cash-value  accumulations  are  supposedly  used  to  pay 
premiums.  While  attractive  at  first  glance,  these  policies  contain  a  significant 
hazard.  If  the  growth  in  cash-value  accumulations  proves  insufficient  to  pay  the 
premium,  the  owner  of  the  policy  will  be  charged  the  premium  shortfall — possi- 
bly after  many  years  of  having  not  paid  premiums.  Look  in  the  policy  for  a 
clause  indicating  that  such  a  charge  can  be  imposed.  Always  assume  any  life 
insurance  charge  that  can  be  imposed  will  be  imposed. 

Adjustable  Life  Insurance  The  three  cornerstones  of  cash-value  life  insurance 
are  the  premium,  the  face  amount,  and  the  rate  of  cash-value  accumulation. 
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Cash-value  accumulations  in  life  insurance  in 
excess  of  premiums  paid  are  not  taxable  as  they  are 
earned,  but  will  be  taxed  if  the  policy  is  cashed  in 
prior  to  the  death  of  the  insured.  Using  cash-value 
insurance  as  an  investment  vehicle  has  tax-shelter 
benefits,  meaning  that  the  income  remains  exempt 
from  current  income  taxes  as  it  accumulates.  Thus, 
the  investments  grow  and  compound  in  value  tax- 
free.  The  additional  benefit  of  tax  deductibility  of 
payments  into  the  investment— available  for  many 
retirement  savings  programs,  as  discussed  in  Chap- 
ter 18— is  not  permitted  for  life  insurance.  Thus, 
you  should  not  use  life  insurance  as  a  tax  shelter 


for  cash-value  accumulations  until  you  have  taken 
all  possible  steps  involving  qualified  retirement 
plans  to  shelter  both  payments  into  and  income 
growing  within  those  plans. 

The  death  benefit  of  a  life  insurance  policy-  is 
generally  not  subject  to  federal  and  state  income 
taxes  for  the  beneficiary,  the  insured,  or  the  owner. 
Once  the  death  benefit  has  been  paid,  however,  the 
income  from  the  proceeds  (e.g.,  interest  from  a 
bank  account)  becomes  taxable  income  for  the  ben- 
eficiary. To  avoid  paying  federal  gift  and  estate 
taxes  on  life  insurance  proceeds,  see  the  suggestions 
in  Chapter  19,  "Estate  Planning." 


Adjustable  life  insurance  allows  you  to  modify  any  of  the  three  with 
corresponding  changes  in  the  other  two.  Adjustable  life  insurance  that  pays  a 
fixed  rate  of  return  was  created  in  response  to  policyholder  demands  for  more 
flexibility  in  policies.  For  example,  you  may  feel  that  inflation  has  increased 
your  need  for  life  insurance.  Adjustable  life  insurance  would  allow  you  to 
increase  the  face  amount.  In  return,  your  premiums  could  increase  or  the  cash- 
value  accumulation  could  slow,  or  some  combination  of  the  twx>.  With  tradi- 
tional life  insurance  policies,  these  changes  can  be  made  only  if  you  purchase 
a  new  policy  or  cash  in  an  existing  one.  In  addition,  these  changes  may  be 
made  without  providing  new  proof  of  insurability. 

Modified  Life  Insurance  Modified  life  insurance  is  whole  life  insurance  with 
reduced  premiums  in  the  early  years  and  higher  premiums  thereafter.  The  pre- 
miums are  lower  in  early  years  because  some  of  the  protection  during  the  early 
years  is  provided  by  term  insurance.  The  period  of  reduced  premiums  can  vary 
from  one  to  five  years.  Modified  life  insurance  is  primarily  designed  for  people 
whose  life  insurance  needs  are  high  (young  parents,  for  example)  but  who  can- 
not immediately  afford  the  premiums  required  for  a  cash-value  policy.  Because 
it  uses  term  insurance  in  the  early  years,  modified  life  insurance  accumulates 
cash  value  very  slowly. 

Endowment  Life  Insurance  Endowment  life  insurance  pays  the  face  amount 
of  the  policy  either  upon  the  death  of  the  insured  or  at  some  previously  agreed- 
upon  date,  whichever  occurs  first.  The  date  of  payment,  called  the  endowment 
date,  is  commonly  some  specified  number  of  years  after  issuance  of  the  policy 
(e.g.,  20  or  30  years)  or  some  specified  age  (such  as  65).  Because  of  recent  changes 
in  U.S.  tax  laws,  few  of  these  policies  are  now  written. 
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Table  12.2 


Comparisons  of  Three  Popular  Life  Insurance  Policies 


Feature 

Face  amount 


Term  Insurance 

Fixed  or  declining  during 
term  of  the  policy; 
changeable  at  renewal 


Whole  Life  Insurance 
Fixed 


Interest-Sensitive  Life  Insurance 


Variable 


Premiums 


Low  with  increases  at 
renewal 


High  and  fixed 


High  but  variable  within 
limits 


Cash-value  accumulation 


None 


Fixed  rate  of 
accumulation 


Variable  accumulation  as 
premium  and  interest  rates  vary 


Rate  of  return  paid  on 
cash  accumulations 


Not  applicable 


Fixed 


Variable  with  interest  rates  in 
the  economy  or  as  specified 
by  company 


Cost  of  the  death 
benefit  portion 


Low,  with  interest 
at  renewal 


Unknown 


Known  but  can  vary  and  may 
hide  some  expense  charges 


Company  expense 
charges 


Low  but  unknown; 
hidden  in  premium 


Unknown; 
hidden  in  premium 


Known;  may  be  high 


Interest-Sensitive  Life  Insurance 

The  cash-value  life  insurance  policies  discussed  to  this  point  usually  pay  a  fixed, 
guaranteed  rate  of  return  on  the  accumulated  cash  value.  Interest-sensitive  life 
insurance  employs  rates  of  return  that  vary  according  to  changing  interest  rates 
and  investment  returns.  Pressures  for  such  changes  in  life  insurance  have  come 
from  investors  who  criticized  the  low  yields  paid  on  traditional  cash-value  life 
insurance  and  advised  buyers  to  "buy  term  and  invest  the  difference"  in  ways 
that  pay  a  better  rate  of  return. 

An  examination  of  interest-sensitive  life  insurance  requires  an  understanding 
of  the  premium,  the  cost  of  the  insurance  protection  portion,  the  rate  of  return 
on  the  invested  funds,  and  the  company  expense  charges.  Table  12.2  compares 
these  elements  for  term,  whole  life,  and  interest-sensitive  life  policies.  Literally 
thousands  of  variations  exist  among  these  life  policies,  so  comparisons  are 
extremely  difficult. 

Initially,  the  purchaser  selects  a  face  amount,  and  the  company  quotes  an 
annual  premium.  The  annual  premium  goes  into  the  cash-value  fund,*  from 
which  the  insurer  deducts  the  cost  of  providing  the  insurance  protection  and 
charges  for  company  expenses.  As  time  goes  by,  the  insured  may  reduce  or 
increase  the  premium,  with  corresponding  changes  incurred  in  the  insurance 
protection  or  amount  added  to  cash  value.  If  premiums  drop  below  the  amount 
necessary  to  cover  the  insurance  protection  and  expenses,  funds  are  removed 


Some  interest-sensitive  life  policies  pay  both  the  face  amount  and  the  accumulated  cash  value 
upon  the  death  of  the  insured  party,  thereby  completely  separating  the  insurance  from  the 
investment  element. 
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from  the  cash-value  account  to  cover  the  shortfall.  Sometimes  these  life  policies 
are  promoted  as  allowing  the  cessation  of  premium  payments  after  five,  seven, 
or  ten  years,  but  the  funds  that  support  these  unpaid  premiums  come  at  the 
expense  of  cash-value  accumulation. 

The  portion  of  the  premium  necessary  to  provide  the  death  benefit  is  clearly 
disclosed  in  interest-sensitive  life  insurance  policies,  unlike  with  whole  life  and 
other  traditional  cash-value  policies.  This  disclosure  allows  the  insured  to  com- 
pare the  cost  of  protection  with  other  cash-value  life  policies  and,  more  impor- 
tantly, with  a  similar  amount  of  term  insurance.  Most  policies  include  two  tables 
of  premiums  for  various  death  benefit  amounts:  one  listing  the  premiums  that 
are  currently  being  assessed  to  purchasers,  and  a  second  listing  the  maximum 
premium  that  can  be  charged  for  various  death  benefit  levels.  Most  companies 
charge  less  than  the  maximum,  and  agents  typically  emphasize  the  lower  pre- 
mium, but  the  company  has  the  right  to  raise  the  premiums  for  death  benefits 
up  to  the  maximum  in  the  contract. 

The  company  expense  charges  are  the  last  elements  necessary  for  an  under- 
standing of  interest-sensitive  life  insurance.  Like  the  rate  of  return  and  the  death 
benefit  premiums,  the  company  expense  charges  are  disclosed  clearly  in  the  pol- 
icy. The  most  typical  of  these  fees  involves  a  deduction  of  5  to  10  percent  from 
each  annual  premium. 


- 


TSMH 


About  Life  Insurance  Sales  Commissions  and  Loads 


Sales  commissions  typically  represent  20  to  100 
percent  of  the  first-year  premium  paid  for  a  life 
insurance  policy.  The  lowest  commissions  are  paid 
on  term  insurance,  and  the  highest  are  paid  on 
limited-pay  and  endowment  life  insurance  policies. 
Commissions  are  paid  every  year  that  the  policy 
remains  in  force,  although  they  drop  steadily  in 
succeeding  years.  Insurance  buyers  rarely  realize 
that  so  much  of  their  premium  comprises  the  com- 
mission paid  the  agent.  The  commission  is 
included  in  the  load,  which  also  includes  company 
marketing  and  overhead  costs. 

Low-load  life  insurance  does  not  involve  pay- 
ment of  a  commission  by  the  insurer  to  an  insur- 
ance agent.  Low-load  insurers  market  their  products 
directly  to  consumers  (e.g.,  by  mail)  or  through  fee- 
only  financial  planners  and  fee-for-service  insur- 
ance agents.  Thus,  their  marketing  costs  and  over- 


head are  also  low.  Cash  values  begin  building  in  the 
very  first  year,  and  cashing  them  in  during  the  first 
few  years  is,  therefore,  not  as  detrimental  as  it  is  for 
policies  bought  from  companies  that  market  their 
products  in  more  traditional  ways. 

Unfortunately,  many  so-called  low-load  plans 
charge  annual  fees  that  may  prove  difficult  for  buy- 
ers to  understand.  Some  companies  also  charge  a 
back-end  load  or  surrender  charge,  which  is  a  fee 
assessed  if  you  withdraw  some  or  all  of  the  cash 
value  accumulated.  This  charge  is  often  highest  in 
the  early  years  of  the  policy  and  may  be  eliminated 
in  later  years.  Ask  about  loads  whenever  shopping 
for  life  insurance.  The  policy  illustrated  in  Table 
12.1  has  a  back-end  load  in  the  first  few  years  that 
accounts  for  the  initially  low  cash-sunender  values. 
Be  wary  of  policies  that  have  both  commissions 
and  back-end  loads. 
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About  Buying  Term  Insurance 
and  Investing  the  Difference 


The  principle  underlying  "buy  term  and  invest  the 
difference"  is  simple:  If  you  invest  the  money  dif- 
ference between  the  cost  of  term  insurance  and 
that  of  another  type  of  policy,  you  will  always  be 
ahead  financially.  For  example,  consider  the  first 
year  of  estate  buildup  in  the  following  table  for  a 
life  insurance  purchase  by  a  29-year-old.  Instead  of 
purchasing  a  $100,000  whole  life  policy  with  an 
annual  premium  of  $870,  the  person  pays  $160  for 
the  first  year's  premium  of  a  $100,000  annual 
renewable  term  policy  and  puts  the  difference  of 
$710  ($870  -  $160)  in  a  mutual  fund  account.  If 
the  person  dies  tomorrow,  the  estate  is  already 
ahead  because  of  the  money  just  deposited;  upon 
death,  the  beneficiary  would  receive  both  the 
$100,000  in  insurance  and  the  $710  in  savings. 
After  one  year  (age  30),  the  $710  in  savings  would 
have  grown  to  $746.  If  the  person  dies  years  into 
the  future,  the  estate  is  even  further  ahead  because 
of  the  growing  principal  in  the  account. 


What  the  data  show  is  that  "buy  term  and 
invest  the  difference"  is  the  preferred  approach 
when  adding  another  policy  to  your  holdings. 
Such  data  are  sometimes  incorrectly  described  by 
unscrupulous  life  insurance  agents  in  an  effort  to 
persuade  owners  of  cash-value  policies  to  cash  in 
their  policies  and  buy  a  new  term  policy  or  a 
higher-yielding  cash-value  policy.  Cash-value  poli- 
cies that  are  seven  to  ten  years  old  (or  older)  might 
best  be  held,  however,  as  the  return  has  finally 
begun  to  be  competitive.  The  first  few  years  of 
cash-value  policies  are  the  most  detrimental  to 
policyholders  because  so  much  of  the  premium 
goes  for  agent  commissions.  In  addition,  many 
cash-value  policies  require  payment  of  surrender 
charges  if  they  are  cashed  in  prior  to  being  held 
for  seven  to  ten  years.  It  likely  will  not  pay  to  sur- 
render one  cash-value  policy  to  buy  another, 
thereby  paying  the  commissions  twice. 


Estate  Buildup  if  a  Term  Life  Insurance  Buyer  Invests  the  Difference 


Difference 


$  710 
690 
670 
645 
620 
230 
-450 
-1,830 


Premium  for  Annual 

\ge 

Renewable  Term 

30 

$  160 

35 

180 

40 

200 

45 

225 

50 

250 

55 

640 

60 

1,320 

65 

2,700 

1  Investment 

Total 

arnings*  at  5% 

Estate 

$      746 

$100,746 

5,004 

105,004 

10,323 

110,323 

16,977 

116,977 

25,326 

125,326 

34,751 

134,751 

43,575 

143,575 

48,924 

148,924 

•This  illustration  makes  the  following  assumptions: The  whole  life  policy  premium  for  the  same  $100,000  in  coverage  is  $870 
every  year,  the  buyer  pays  the  annual  renewable  term  premium  at  the  beginning  of  each  year,  and  the  difference  is  invested. 
Those  amounts  stay  in  the  investments  account  all  year,  as  does  the  previous  year's  ending  balance.  Investments  are  com- 
pounded annually  at  a  5  percent  after-tax  rate. To  make  the  calculations  for  one  year,  such  as  beginning  at  age  30,  simply  take 
the  difference  not  spent  on  the  whole  life  policy  ($870-  $160  =  $710)  and  multiply  it  times  1.05  (for  5  percent  interest),  which 
yields  the  total  investment  ($746  by  the  end  of  the  year),  including  interest  earned  for  the  year.  Upon  death  at  a  certain  age, 
the  beneficiary  would  receive  the  $100,000  face  amount  of  the  term  life  insurance  policy  plus  the  amount  built  up  in  the 
investment  account  earning  5  percent. 
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Universal  Life  Insurance  Universal  life  insurance  provides  both  the  pure  pro- 
tection of  term  insurance  and  the  cash-value  buildup  of  whole  life  insurance, 
along  with  variability  in  the  face  amount,  rate  of  cash-value  accumulation,  pre- 
miums, and  rate  of  return.  Essentially,  universal  life  insurance  combines  annual 
term  insurance  with  an  investment  program.  Universal  life  policies  are  usually 
available  in  initial  face  amounts  of  $100,000  or  more.  The  rate  of  return  is  tied 
to  some  interest  rate  prevailing  in  the  financial  markets  or  is  dictated  by  the 
insurance  company.  In  either  case,  the  rate  of  return  usually  exceeds  those  avail- 
able under  other  types  of  cash-value  policies. 

Variable  Life  Insurance  Variable  life  insurance  allows  you  to  choose  the 
investments  made  with  your  cash-value  accumulations  and  to  share  in  any  gains 
or  losses.  The  face  amount  of  your  policy  and  the  policy's  cash  value  may  rise  or 
fall  based  on  changes  in  the  rates  of  return  on  the  invested  funds.  The  face 
amount  of  the  policy  usually  will  not  drop  below  the  originally  agreed-upon 
amount.  Instead,  the  cash  value  will  fluctuate.  Because  you  pay  premiums  on  an 
ongoing  basis,  the  cash  value  will  increase,  but  it  may  increase  slowly  if  invest- 
ments perform  poorly. 

Holders  of  variable  life  insurance  policies  can  exert  some  control  over  the 
types  of  investments  made  with  their  premiums.  If  you  are  unfamiliar  with  mar- 
kets for  corporate  stocks  and  bonds  and  mutual  funds,  you  should  probably 
avoid  variable  life  insurance.  Many  variable  life  insurance  policies  contain  pro- 
visions calling  for  the  payment  of  fees  and  sales  charges  before  the  policyholders 
can  share  in  any  investment  returns.  Variable  life  insurance  policies  should  be 
read  and  analyzed  very  carefully  before  purchase. 

Variable-Universal  Life  Insurance  Variable-universal  life  insurance  is  a  form 
of  universal  life  insurance  that  gives  the  policyholder  some  choice  in  the  invest- 
ments made  with  the  cash  value  accumulated  by  the  policy.  It  is  sometimes 
called  universal  life  II  or,  if  the  owner  can  vary  the  premium,  flexible- 
premium  variable  life  insurance.  This  life  insurance  product  most  closely 
embodies  the  philosophy  of  "buy  term  and  invest  the  difference."  Because  you 
select  the  investment  vehicles  (a  combination  of  stocks,  bonds,  or  money  mar- 
ket mutual  funds),  a  higher  rate  of  return  can  potentially  be  realized  than  under 
a  universal  life  policy.  With  this  flexibility  comes  the  risk  of  a  lower  rate  of 
return,  however.  As  a  result,  variable-universal  life  policies  usually  provide  no 
minimum  guaranteed  rate  of  return.  It  is  possible  that  you  might  lose  the  cash 
value  and  perhaps  be  required  to  pay  a  higher  premium  to  keep  the  policy  in 
effect.  Prospective  purchasers  of  variable-universal  life  insurance  need  to  con- 
sider carefully  how  much  risk  they  are  willing  to  accept  in  their  life  insurance 
program.  Variable-universal  life  insurance  also  carries  higher  commissions  and 
is  more  likely  to  require  annual  fees  than  other  forms  of  life  insurance.  A  2  per- 
cent annual  fee  would  change  a  policy  with  an  annual  return  of  7  percent  on 
its  investments  to  one  with  a  net  5  percent  return.  You  should  also  evaluate  the 
investment  component  against  other  alternative  investments.  (Investments  are 
covered  in  Part  4  of  this  book.) 
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■1    Describe  and  explain 
the  purpose  of  the  major 
provisions  of  life  insurance 
policies. 


Understanding  Your  Life  Insurance  Policy 


A  life  insurance  policy  is  the  written  contract  between  the  insurer  and  the  pol- 
icyholder. The  policy  contains  all  of  the  information  relevant  to  the  agreement. 
Although  individual  policies  vary  somewhat,  it  is  helpful  to  focus  on  four  fea- 
tures: (1)  the  organization  of  the  policy,  (2)  terms  and  provisions  unique  to  life 
insurance,  (3)  special  features  of  cash-value  policies,  and  (4)  settlement  options. 


Organization  of  an  Insurance  Policy 

You  can  best  comprehend  any  insurance  policy  by  dividing  it  into  its  compo- 
nent parts  and  examining  each  part  separately.  All  insurance  policies  include  five 
basic  components,  each  of  which  serves  a  specific  purpose  and  provides  specific 
information.  These  five  elements,  in  order  of  their  usual  location  in  the  policy, 
are  as  follows:  declarations,  insuring  agreements,  exclusions,  conditions,  and 
endorsements. 

Declarations  Declarations  provide  the  basic  descriptive  information  about  the 
insured  person  or  property  the  premium  to  be  paid,  the  time  period  of  the  cov- 
erage, and  the  policy  limits.  Also  included  may  be  promises  by  the  insured  to 
take  steps  to  control  the  losses  associated  with  a  specific  peril.  For  example,  a  life 
insurance  purchaser  may  promise  not  to  smoke  in  exchange  for  paying  a  dis- 
counted premium.  The  information  in  the  declarations  is  used  to  help  determine 
the  premium  and  for  identification  purposes. 

Insuring  Agreements  The  insuring  agreements  are  the  broadly  defined  cover- 
ages provided  under  the  policy.  The  insurer  makes  these  promises  in  return  for 
the  premium  paid  by  the  insured.  For  example,  in  life  insurance,  the  insurer  will 
promise  to  pay  the  death  benefit  amount  to  the  beneficiary  in  the  event  of  the 
insured's  death.  In  automobile  insurance,  the  insuring  agreements  will  often 
include  definitions  of  a  motor  vehicle  or  insured  premises  to  clarify  the  promises 
made. 

Exclusions  Exclusions  narrow  the  focus  and  eliminate  specific  coverages 
broadly  stated  in  the  insuring  agreements.  The  insurer  makes  no  promise  to  pay 
for  these  exceptions  and  special  circumstances.  For  example,  suicide  is  com- 
monly excluded  during  the  first  two  years  of  a  life  insurance  policy.  A  common 
automobile  insurance  exclusion  denies  coverage  under  a  family  policy  if  the  car 
is  used  primarily  for  business  purposes.  People  who  do  not  understand  the  exclu- 
sions in  their  policies  often  believe  they  are  covered  for  a  loss  when,  in  fact,  they 
are  not. 

Conditions  Conditions  impose  obligations  on  both  the  insured  and  the  insurer 
by  establishing  the  ground  rules  of  the  agreement.  Such  conditions  might 
include  the  procedures  for  making  a  claim  after  a  loss,  rules  for  cancellation  of 
the  policy  by  either  party,  and  procedures  for  changing  the  terms  of  the  policy. 
The  insured  who  fails  to  adhere  to  procedures  or  obligations  described  in  the 
conditions  may  be  denied  coverage  when  a  loss  occurs. 
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Endorsements  Endorsements  (or  riders,  as  they  are  sometimes  called  in  life 
insurance)  are  amendments  and  additions  to  the  basic  insurance  policy  that  can 
both  expand  and  limit  coverage  to  accommodate  specific  needs.  When  the  terms 
of  an  endorsement  or  rider  differ  from  the  terms  of  the  basic  policy,  the  endorse- 
ment will  be  considered  valid.  Endorsements  may  be  added  at  any  time  during 
the  life  of  the  policy  to  expand  coverage,  raise  the  policy  limits,  and  make  other 
changes. 


Terms  and  Provisions  Unique  to  Life  Insurance 

Life  insurance  policies  define  the  terminology  used  in  the  policy  and  outline  the 
basic  provisions.  Such  information  serves  to  clarify  the  meaning  of  the  policy 
and  the  protection  afforded  the  insurer  and  the  policyholder. 

The  Application  The  life  insurance  application  is  the  policyholder's  offer  to 
purchase  a  policy.  The  application  provides  information  and  becomes  part  of  the 
life  insurance  policy.  Any  errors  or  omissions  in  the  application  may  allow  the 
insurance  company  to  deny  a  request  for  payment  of  the  death  benefit. 

Lives  Covered  Most  life  insurance  policies  cover  the  life  of  a  single  person — the 
insured.  It  is  also  possible  to  cover  two  or  more  persons  with  one  policy,  how- 
ever. First-to-die  policies  cover  more  than  one  person  but  pay  only  when  the 
first  insured  dies.  These  policies  are  less  costly  than  separate  policies  written  on 
each  person,  but,  of  course,  the  survivor  then  has  no  coverage  after  the  first  per- 
son dies.  An  alternative  is  the  survivorship  joint  life  policy,  which  pays  when 
the  last  person  covered  dies. 

The  Incontestability  Clause  Life  insurance  policies  generally  include  an  incon- 
testability clause  that  places  a  time  limit — usually  two  years  after  issuance  of  the 
policy — on  the  right  of  the  insurance  company  to  deny  a  claim.  This  clause 
addresses  the  problems  arising  out  of  questionable  insurable  interest  and  false 
statements  in  the  application. 

The  Suicide  Clause  Life  insurance  policies  generally  include  a  suicide  clause 
that  allows  the  life  insurance  company  to  deny  coverage  if  the  insured  commits 
suicide  within  the  first  few  years  after  the  policy  is  issued.  If  the  specified  num- 
ber of  years  (usually  two)  has  elapsed,  the  full  death  benefit  will  be  paid.  If  not, 
only  a  refund  of  the  premiums  paid  up  to  that  point  will  be  payable. 

Cash  Dividends  Insurance  dividends  are  defined  legally  by  the  Internal  Rev- 
enue Service  as  a  return  of  a  portion  of  the  premium  paid  for  a  life  insurance  pol- 
icy; they  are  not  considered  income.  They  represent  the  surplus  earnings  of  the 
company  that  reflect  the  difference  between  the  premium  charged  and  the  cost 
to  the  company  of  providing  insurance.  Policies  that  pay  dividends  are  called 
participating  policies,  and  policies  that  do  not  pay  dividends  are  called  non- 
participating  policies.  Both  term  and  cash-value  policies  may  pay  dividends. 
Owners  of  participating  policies  may  receive  dividends  as  a  cash  payment,  which 
can  be  maintained  with  the  insurance  company  to  earn  interest,  or  they  may  use 
the  dividends  to  purchase  small  amounts  of  paid-up  life  insurance. 
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Death  Benefit  The  death  benefit  of  a  life  insurance  policy  is  the  amount  that 
will  be  paid  upon  the  death  of  the  insured  person.  The  amount  of  the  death  ben- 
efit may  differ  somewhat  from  the  face  amount.  The  face  amount  may  be 
increased  (to  allow  for  such  items  as  earned  dividends  not  yet  paid  or  premiums 
paid  in  advance)  or  decreased  (for  outstanding  policy  loans  or  unpaid  premiums) 
to  calculate  the  death  benefit.  Consider  a  $100,000  participating  whole  life  pol- 
icy with  annual  premiums  of  $1380.  If  the  insured  died  halfway  through  the  pol- 
icy year,  with  an  outstanding  cash-value  loan  of  $5000  and  earned  but  unpaid 
dividends  of  $4000,  the  death  benefit  would  be  $99,690,  calculated  as  follows: 


$100,000 

4,000 

+        690 

$104,690 
5,000 


Face  amount 

Unpaid  dividends 

Premiums  paid  in  advance  (one-half  year) 

Subtotal 

Outstanding  cash-value  loan 

Death  benefit 


Grace  Period  Prompt  payment  of  the  premium  is  crucial  to  the  continuation  of 
coverage  provided  by  any  insurance  policy.  A  lapsed  policy  is  one  that  has  been 
terminated  because  of  nonpayment  of  premiums.  More  than  one-half  of  all 
whole  life  policies  lapse  within  ten  years  of  being  issued.  If  your  life  insurance 
policy  lapses,  you  must  prove  insurability  and  pay  any  missed  premiums,  plus 
interest,  to  be  reinstated.  Alternatively,  you  might  pay  a  higher  premium  for  a 
new  policy,  reflecting  your  current  age. 

To  help  prevent  a  lapse,  state  laws  generally  require  that  cash-value  and  mul- 
tiyear  term  policies  include  a  grace  period — that  is,  a  period  of  time  (usually  31 
days  following  each  premium  due  date)  during  which  an  overdue  premium  may 
be  paid  without  a  lapse  of  the  policy.  During  the  grace  period,  all  provisions  of 


Who  Should  Own  Your  Life  Insurance  Policy 


The  ownership  of  a  life  insurance  policy  can  have 
considerable  impact  on  the  potential  for  federal 
estate  taxation.  If  the  owner  and  the  insured  are 
the  same  person,  the  proceeds  will  be  counted  in 
the  insured's  estate  at  death  and  can  be  subject  to 
estate  taxes  at  rates  as  high  as  55  percent.  For  this 
reason,  individuals  with  an  estate  (including  the 
face  amount  of  owned  policies  on  their  life) 
amounting  to  more  than  $650,000  should  not  own 
the  life  insurance  on  their  own  lives.  Instead,  the 
beneficiary  generally  should  be  designated  as  the 
owner  if  he  or  she  is  not  the  spouse  of  the  insured. 


If  the  beneficiary  is  the  spouse  of  the  insured,  the 
death  benefit  becomes  part  of  the  spouse's  estate 
and  may  be  subject  to  estate  taxation  at  his  or  her 
death.  Thus,  many  people  establish  an  irrevocable 
life  insurance  trust  so  that  the  spouse  can  receive 
the  income  earned  from  the  death  benefit  but  with 
the  trust  going  to  some  other  person  (e.g.,  a  son  or 
daughter)  upon  the  death  of  the  second  spouse.  In 
this  way,  both  the  insured  and  the  spouse  avoid 
estate  taxes.  (Estate  taxation  and  trusts  are  covered 
more  fully  in  Chapter  19.) 


352 


PART   3     Income  and  Asset  Protection 


Did  You 


KNOW 


The  Two  Ways  Insurance  Companies  Make  Money 


Insurance  companies  make  money  in  two  ways. 
First,  they  make  underwriting  profits,  which  result 
when  the  premiums  collected  exceed  the  expenses 
of  providing  coverage  plus  the  losses  paid  by  the 
company.  Note  that  insurance  companies  do  not 
simply  hold  the  premiums  that  they  collect  until  it 
is  used  to  pay  for  the  losses  of  their  customers. 
Rather,  they  invest  this  money  until  it  is  needed. 


These  investments  provide  investment  profits, 
which  result  from  the  return  on  the  investments 
made  with  premiums  collected  from  the  insureds. 
Insurers  need  not  make  an  underwriting  profit  to 
be  profitable.  For  example,  the  underwriting  losses 
of  automobile  insurers  are  often  more  than  offset 
by  their  investment  profits.  The  diagram  below 
shows  the  sources  of  insurance  company  profits. 


Premiums  paid  by  policyholders 


B 


minus 


Amount  used  to  pay 
company  expenses  and 
insureds'  current  losses 


B 


Amount  invested  in  stocks,  bonds, 
etc.  while  waiting  to  be  used  to 
pay  future  policyholder  losses 


yields 


Underwriting  profits/losses 


yields 


Investment  profits/losses 


Total  profits  retained  within  the  company 
or  distributed  to  owners  as  dividends 


the  policy  remain  intact,  but  only  if  payment  is  made  before  the  grace  period 
ends.  Assume,  for  example,  that  payment  was  due  but  not  paid  on  January  1.  If 
the  insured  were  to  die  on  January  15,  the  policy  could  be  reinstated  as  long  as 
payment  was  made  by  January  31,  given  a  31 -day  grace  period.  It  also  may  be 
possible  to  "buy  back"  a  lapsed  cash-value  policy  by  paying  any  missed  premi- 
ums and  the  cash-value  that  would  have  accumulated  while  the  policy  was 
lapsed.  Insurance  agents  will  rarely  suggest  this  option  because  they  make  more 
commission  from  new  policies. 

Multiple  Indemnity  A  multiple  indemnity  clause  provides  for  a  doubling  or 
tripling  of  the  face  amount  if  death  results  from  certain  specified  causes.  This 
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type  of  clause  is  most  often  used  to  double  the  face  amount  if  death  results  from 
an  accident.  A  multiple  indemnity  clause  is  often  included  automatically  as  part 
of  the  policy  at  no  extra  cost,  but  sometimes  a  charge  is  assessed.  If  you  are  ade- 
quately insured,  such  a  clause  is  unnecessary. 

Settlement  Options 

Settlement  options  are  the  choices  the  life  insurance  beneficiary  or  policyholder 
has  concerning  the  payment  of  the  death  benefit  from  a  life  insurance  policy. 
The  option  may  be  chosen  by  the  owner  before  death  or  selected  by  the  benefi- 
ciary after  the  insured's  death.  The  appropriateness  of  an  option  depends  upon 
the  financial  situation  faced  by  the  beneficiary.  The  five  settlement  options  are 
as  follows: 

1.  Lump  sum.  The  death  benefit  may  be  received  as  a  lump-sum  cash  settle- 
ment immediately  after  death.  Often  this  lump-sum  is  used  to  purchase  an 
annuity  (see  Chapter  18,  "Retirement  Planning"). 

2.  Interest  income.  The  beneficiary  can  receive  the  annual  interest  earned 
from  the  death  benefit.  For  example,  the  beneficiary  would  receive  $4000 
each  year  from  a  $100,000  death  benefit  earning  4  percent  interest.  The 
$100,000  principal  would  remain  intact  and  would  continue  to  earn  interest 
until  the  death  of  the  beneficiary  when  it  becomes  part  of  his  or  her  estate. 

3.  Income  for  a  specific  period.  The  beneficiary  may  receive  an  income  from 
the  death  benefit  for  a  specific  number  of  years.  For  example,  a  widow  with 
small  children  may  choose  to  receive  an  income  for  18  years.  The  insurance 
company  would  calculate  a  level  of  income  that  would  allow  for  equal  pro- 
ceeds each  year,  with  all  funds,  including  interest,  being  exhausted  at  the  end 
of  the  eighteenth  year. 

4.  Income  for  life.  The  beneficiary  can  elect  to  receive  an  income  for  life.  The 
insurance  company  would  use  the  life  expectancy  of  the  beneficiary  to  cal- 
culate the  level  of  income  that  would  allow  for  equal  annual  payments  so 
that  funds  would  be  exhausted  by  the  expected  date  of  the  beneficiary's 
death.  If  the  beneficiary  lives  longer  than  expected,  the  income  payments 
will  continue. 

5.  Income  of  a  specific  amount.  The  beneficiary  may  receive  a  specific 
amount  of  income  per  year  from  the  death  benefit.  Under  this  option,  pay- 
ments cease  when  the  death  benefit  and  interest  are  exhausted.  For  example, 
a  $100,000  death  benefit  earning  4  percent  interest  would  provide  a  $15,000 
annual  income  for  approximately  eight  years. 


Special  Features  of  Cash-Value  Life  Insurance  Policies 

Cash-value  life  insurance  policies  carry  special  features  that  relate  to  the  cash 
values  built  up  in  the  policies. 

The  Illustration  Cash-value  life  insurance  policies  generally  provide  a  policy 
illustration  that  charts  the  projected  growth  in  the  cash  value  for  given  rates  of 
return.  Two  rates  are  usually  quoted:  the  guaranteed  minimum  rate  of  return 
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(the  minimum  rate  that,  by  contract,  the  company  is  legally  obligated  to  pay), 
and  the  current  rate  (the  rate  of  return  recently  paid  by  the  company  to  policy- 
holders). Agents  typically  emphasize  the  current  rate,  perhaps  by  presenting  a 
table  that  illustrates  the  rate  of  cash-value  accumulation  resulting  from  the  two 
rates.  Table  12.1  provides  an  example  of  such  a  table.  Note  the  differences  in  the 
two  cash-value  columns — it  is  easy  to  understand  why  the  agent  would  empha- 
size the  current  rate.  Policy  illustrations  can  easily  be  made  to  look  much  more 
optimistic  than  it  is  reasonable  to  expect.  Only  after  the  policy  is  in  force  for  per- 
haps ten  to  20  years  can  an  accurate  picture  be  drawn.  It  is  wise  to  periodically 
ask  your  agent  for  an  in-force  illustration  that  shows  the  cash-value  status  of 
the  policy  and  projections  for  future  years  given  the  rate  of  return  current  at  the 
time  of  the  illustration  (rather  than  the  rate  used  at  the  inception  of  the  policy). 
People  who  bought  such  policies  in  the  early  1980s  have  learned  this  lesson  all 
too  well,  as  current  rates  were  high  at  the  time  of  purchase  but  much  lower  rates 
now  prevail. 

Nonforfeiture  Values  Nonforfeiture  values  are  clauses  in  the  insurance  con- 
tract that  protect  the  value,  if  any,  in  the  event  that  the  policyholder  chooses  not 
to  pay  or  fails  to  pay  the  required  premiums.  The  policy  owner  can  receive  the 
accumulated  cash-value  funds  in  one  of  three  ways.  First,  he  or  she  may  simply 
surrender  the  policy  and  receive  the  cash  surrender  value,  which  represents  the 
cash  value  minus  any  back-end  load  surrender  charges.  In  reality,  the  true  mea- 
sure of  the  cash  value  of  a  policy  is  its  cash  surrender  value  (the  amount  received 
when  the  policy  is  canceled).  Second,  the  policy  owner  may  continue  the  policy 
with  the  original  face  amount  but  for  a  time  period  shorter  than  the  original  pol- 
icy. Third,  the  policy  may  be  continued  on  a  paid-up  basis,  and  a  new  and  lower 
face  amount  will  be  established  based  on  the  amount  that  can  be  purchased  with 
the  accumulated  funds.  Table  12.3  illustrates  the  nonforfeiture  options  for  a 
paid-at-65  cash-value  policy.  Note  that  a  cash-value  policy  has  very  little  cash 
surrender  value  unless  vou  have  held  it  for  a  number  of  vears. 


What  Questions  to  Ask  about  a  Policy  Illustration 


Policy  illustrations  can  be  helpful  in  many  cases— 
but  can  also  be  written  in  such  a  way  as  to  make 
the  policy  look  better  than  it  really  is.  Asking  a  few 
pertinent  questions  can  help  cut  through  some  of 
the  misconceptions: 

1.  Is  the  "current  rate"  illustrated  actually  the  rate 
paid  recently?  What  was  the  current  rate  in  each 
of  the  last  five  vears? 


What  assumptions  have  been  used  regarding 
company  expenses,  dividend  rates,  and  policy 
lapse  rates? 

Does  all  of  my  cash  value  earn  the  current  rate? 
(If  not,  the  current  rate  is  misleading.) 

Is  the  illustration  based  on  the  "cash  surrender 
value"  or  the  "cash  value"?  (Cash  surrender  value 
is  usually  the  lower  value  and  reflects  what  will 
actually  be  paid  if  the  policy  is  canceled.) 
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Policy  Loans  The  owner  of  a  cash-value  policy  may  borrow  all  or  a  portion  of 
the  accumulated  cash  value.  Interest  rates  charged  for  the  loan  will  range  from 
2  to  8  percent,  depending  on  the  terms  of  the  policy.  In  addition,  the  interest 
rate  earned  on  the  remaining  cash  value  typically  reverts  to  the  guaranteed  min- 
imum rate  while  the  loan  is  outstanding.  As  a  result,  the  cash  value  ultimately 
accumulated  may  be  significantly  reduced. 

Automatic  Premium  Loan  An  automatic  premium  loan  provision  allows  any 
premium  not  paid  by  the  end  of  the  grace  period  to  be  paid  automatically  with 
a  policy  loan  if  sufficient  cash  value  or  dividends  have  accumulated.  In  the  first 
few  years  of  a  policy  this  provision  may  not  offer  much  benefit  because  cash 
value  and  dividends  accumulate  slowly  Eventually  these  funds  may  grow 
enough  to  pay  premiums  for  a  considerable  length  of  time,  thereby  effectively 
preventing  the  lapse  of  the  policy. 

A  growing  number  of  life  insurance  companies  now  make  a  policy's  death 
benefit  available  to  a  terminally  ill  insured.  Some  companies  provide  this  bene- 
fit for  policies  already  in  effect,  while  others  offer  a  living  benefit  clause  that 
allows  the  payment  of  all  or  a  portion  of  the  death  benefit  prior  to  death  if  the 
insured  contracts  a  terminal  illness.  These  early  payments  are  not  cash-value 
loans,  so  it  is  possible  to  obtain  more  than  the  cash  value  accumulated  in  the 
policy.  In  addition,  viatical  companies  specialize  in  buying  life  insurance  poli- 
cies from  insureds  for  $0.50  to  $0.80  per  $1  of  death  benefit  in  return  for  being 
named  beneficiary  on  the  policy. 


Table  12.3 


Table  of  Nonforfeiture  Values  (Policyholder  Can  Choose  A,  B,  or  C) 

For  a  $10,000  paid-at-65  limited-payment  cash-value  life  insurance  policy  for  a  male  aged  25. The  annual  premium  is  $180. 


B  C 


Period  of  $10,000  Term  Insurance        Face  Value  of  Term  Insurance 

Policy  Year  Cash  or  Surrender  Value*  Years  Days 

0  $  0  0  0 

3  60  2  81 

4  190  7  35 

5  310  10  282 
10  1,000  19  351 
15  1,790  22  346 
20  2,690  23  122 
30  4,350  21  228 
35  5,390  20  286 
40  6,520  For  life  — 
45  7,110  For  life  — 

*  The  policy  has  a  back-end  load  that  reduces  buildup  of  cash  value  in  early  years. 
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Waiver  of  Premium  A  waiver  of  premium  sets  certain  conditions  under  which 
an  insurance  policy  would  be  kept  in  full  force  by  the  company  without  the  pay- 
ment of  premiums.  It  usually  applies  when  a  policyholder  becomes  totally  and 
permanently  disabled,  but  it  may  also  apply  under  other  conditions,  depending 
on  the  policy  provisions.  In  effect,  the  waiver-of-premium  option  (for  an  extra 
cost)  protects  against  the  risk  of  becoming  disabled  and  being  unable  to  pay  pre- 
miums. This  option  can  be  expensive  and  may  account  for  as  much  as  10  per- 
cent of  the  policy  premium.  If  you  are  adequately  covered  by  disability  income 
insurance  (see  Chapter  11),  you  might  want  to  dispense  with  this  option. 

Guaranteed  Insurability  The  guaranteed  insurability  option  permits  (for  an 
extra  cost)  the  cash-value  policyholder  to  buy  additional  stated  amounts  of  life 
insurance  at  stated  times  in  the  future  without  evidence  of  insurability.  This 
option  differs  from  the  guaranteed  renewability  option  for  term  insurance  in 
that  it  enables  the  owner  to  increase  the  face  amount  of  the  policy  or  to  buy  an 
additional  policy.  The  policy  might  allow  the  exercise  of  these  options  when  the 
insured  turns  30,  35,  or  40,  or  when  he  or  she  marries  or  has  children. 


J    Discuss  important  points 
to  consider  when  choosing 
and  buying  life  insurance. 


Strategies  for  Buying  Life  Insurance 

In  a  recent  year,  more  than  18  million  new  individual  life  insurance  policies 
were  purchased  in  the  United  States.  Did  each  individual  really  need  to  be  cov- 
ered by  life  insurance?  Was  the  policy  purchased  the  right  one,  and  was  it  pur- 
chased from  a  reputable  company  and  agent?  Did  the  buyer  pay  the  right  price? 
This  section  will  help  you,  as  an  insurance  purchaser,  answer  these  questions. 


Should  Your  Life  Be  Insured  at  All? 

Anyone  whose  death  will  result  in  financial  losses  to  others  should  be  covered 
by  life  insurance  unless  sufficient  resources  are  available  to  cover  the  losses.  Most 
U.S.  families  do  not  own  enough  life  insurance.  The  bulk  of  any  family's  life 
insurance  expenditures  and  protection  should  be  concentrated  on  the  primary 
income  earners.  If  other  workers  provide  income  on  which  the  family  depends, 
they  should  also  be  covered  to  protect  that  income.  People  who  generally  do  not 
need  life  insurance  include  children,  singles  with  no  dependents,  and  married 
people  with  no  dependents  who  have  sufficient  individual  income  and  no  desire 
to  leave  an  estate.  People  who  are  sometimes  unnecessarily  insured  include  the 
elderly,  who  may  have  already  built  up  assets  sufficient  to  provide  for  income  for 
the  survivor  and  cover  burial  expenses.  If  they  have  not  achieved  this  financial 
status,  the  high  cost  of  life  insurance  premiums  for  people  over  the  age  of  60 
means  they  might  be  better  off  by  purchasing  only  a  small  policy  for  funeral 
expenses  and  using  their  scarce  funds  to  support  their  living  expenses. 

If  you  receive  income  from  a  former  spouse  either  through  alimony  or  child 
support,  you  will  need  to  protect  that  source  of  income  flow.  Therefore,  life 
insurance  on  that  person  is  advisable.  If  a  policy  purchased  while  married 
remains  in  effect,  it  is  wise  to  keep  it.  To  be  certain  that  the  correct  beneficiary 
is  named,  have  that  requirement  stated  in  a  court  order  or  made  part  of  the 
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divorce  decree.  The  custodial  parent  should  then  be  named  as  owner  of  the  pol- 
icy, thereby  preventing  the  noncustodial  parent  from  making  any  changes  in  the 
policy.  Noncustodial  parents  will  also  need  life  insurance  on  their  former 
spouses  because  they  will  probably  receive  custody  of  the  children  if  the  former 
spouse  dies  and  may  need  additional  income  to  support  them. 


Choosing  the  Right  Type  of  Life  Insurance 

A  fundamental  decision  to  make  when  buying  life  insurance  is  whether  to  pur- 
chase term  insurance  or  cash-value  insurance.  Cash-value  policies  are  often  rec- 
ommended by  life  insurance  agents  because  the  premiums  usually  stay  the  same 
over  time,  they  provide  protection  for  life,  and  they  include  a  savings/invest- 
ment element.  Such  recommendations  from  sales  agents  are  not  too  surprising, 
however,  as  cash-value  policies  are  much  more  profitable  for  them  than  term 
policies. 

Independent  financial  advisors  consistently  advise  people  to  "Buy  term  and 
invest  the  difference."  In  fact,  more  than  70  percent  of  all  new  policies  consist 
of  term  insurance.  Of  course,  this  decision  requires  some  planning  and  action  on 
your  part. 

Although  term  insurance  provides  more  coverage  for  the  same  premium 
than  cash-value  insurance,  term  policies  do  have  some  negative  features.  You 
may  avoid  these  drawbacks  by  purchasing  guaranteed  renewable  and  convertible 
term  insurance,  which  ensures  that  convertibility  remains  an  option  and  is  not 
required  at  some  future  date. 


Choosing  a  Company 

The  most  important  feature  of  a  life  insurance  company  is  its  ability  to  pay  its 
obligations.  The  company  must  have  the  stability  and  financial  strength  to  sur- 
vive for  the  many  years  your  policy  will  remain  in  force.  Banks  that  sell  life 
insurance  do  so  through  subsidiary  companies  that  are  not  federally  insured. 
Thus,  these  subsidiary  insurance  companies  should  be  just  as  financially  strong 
as  traditional  insurance  companies. 

The  Insurance  Forum  (P.O.  Box  245-J,  Ellettsville,  IN  47429)  publishes  a  sum- 
mary of  ratings  (available  for  a  fee  of  $15)  from  various  insurance  rating  organi- 
zations on  more  than  1000  life  and  health  insurance  companies.  Links  are  pro- 
vided to  additional  sources  on  the  Garman/Forgue  Web  site. 


Choosing  an  Agent 


The  most  obvious  source  of  information  about  the  cost  of  life  insurance  is  the 
agent  selling  the  policy.  An  insurance  agent  is  an  authorized  representative  of 
an  insurance  company  who  sells,  modifies,  services,  and  terminates  insurance 
contracts.  In  the  United  States,  life  insurance  is  typically  sold  through  exclusive 
agents  who  represent  only  one  company,  although  some  independent  agents 
represent  more  than  one  company.  Some  life  insurance  companies  also  sell  poli- 
cies directly  through  the  mail,  usually  with  the  help  of  a  toll-free  number.  The 
life  insurance  agent  must  be  qualified  to  design  a  program  tailored  to  your  spe- 
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Did  You 


KNOWl* 


Why  People  Buy  the  Wrong  Amount 
and  Types  of  Life  Insurance 


A  recent  poll  conducted  by  ICR  Survey  Research 
Group  of  Media,  Pennsylvania,  provides  some  inter- 
esting insights  into  why  people  often  buy  the 
wrong  amount  and  types  of  life  insurance.  When 
asked  basic  questions  about  life  insurance,  the 
respondents  flunked  the  knowledge  quiz.  Only  4 
percent  could  define  term,  whole  life,  variable  life, 
and  universal  life  insurance,  and  30  percent  could 
not  identify  even  one  of  these  types  of  insurance. 
Only  about  one-third  knew  that  term  insurance 
paid  the  highest  death  benefit  per  premium  dollar, 
and  more  than  one-fourth  thought  whole  life  insur- 
ance did  so.  Nearly  40  percent  of  respondents 
believed  that  agent  commissions  for  whole  life 


insurance  accounted  for  less  than  10  percent  of 
premiums  in  the  first  year,  and  only  14  percent 
knew  that  commissions  average  more  than  50 
percent  of  first-year  premiums. 

Perhaps  overconfidently,  more  than  two-thirds 
of  the  respondents  said  they  understood  the  last 
policy  they  purchased.  Moreover,  the  poll  indicates 
a  curious  mix  of  too  little  knowledge  and  too  much 
trust — certainly  a  recipe  for  bad  decisions.  When 
buying  a  car,  most  people  would  never  ask  the 
salesperson  what  type  of  car  they  should  buy  and 
how  much  they  should  pay,  but  many  people  do 
exactly  that  when  buying  life  insurance. 


cific  needs  and  should  understand  the  dynamics  of  family  relationships,  which 
influence  all  life  insurance  needs.  The  agent  should  have  earned  a  professional 
designation,  such  as  chartered  life  underwriter  (CLU).  To  earn  the  CLU,  an 
agent  must  have  three  years  of  experience  and  pass  a  ten-course  program  in  life 
insurance  counseling.  Some  agents  also  may  have  earned  the  certified  financial 
planner  (CFP)  or  chartered  financial  consultant  (ChFC)  designation  (see  pages 
47-48). 

Your  agent  should  be  willing  to  take  the  time  to  provide  personal  service  and 
to  answer  all  questions  about  the  policy  both  before  and  after  you  purchase  it. 
Always  ask  an  agent  about  the  first-year  commission  on  any  policies  you  are  con- 
sidering. You  should  check  your  agent's  reputation  with  your  state's  insurance 
regulatory  agency.  Although  this  agency  will  not  tell  you  about  consumer  com- 
plaints or  pending  disciplinary  action,  it  will  notify  you  of  formal  disciplinary 
actions  that  may  have  already  been  taken.  Because  many  life  agents  sell  variable 
life  insurance,  they  must  have  securities  dealer  licenses;  thus,  you  can  also  con- 
tact your  state's  securities  regulatory  department  for  information.  Such  agencies 
generally  provide  more  information  than  an  insurance  regulatory  agency. 


Making  Cost  Comparisons  in  Life  Insurance 

The  price  people  pay  for  life  insurance  depends  on  their  age,  health,  and 
lifestyle.  Age  is  important,  of  course,  because  the  probability  of  dying  increases 
with  age.  A  person  who  has  a  health  problem  such  as  heart  disease  or  diabetes 
may  pay  considerably  higher  rates  for  life  insurance  or  may  not  be  able  to  obtain 
coverage  at  any  price.  People  with  hazardous  occupations  (police  officers)  or 
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dangerous  hobbies  (skydivers)  are  sometimes  required  to  pay  higher  life  insur- 
ance premiums  as  well.  Life  insurance  companies  typically  offer  their  lowest 
prices  to  "preferred"  applicants  whose  health  status  and  lifestyle  (e.g.,  non- 
smokers)  suggest  longevity.  "Standard"  and  "impaired"  applicants  would  pay 
more.  Companies  differ  on  how  they  assign  these  labels  to  applicants,  so  you 
should  shop  around  for  the  best  treatment.  Some  companies  even  specialize  in 
insurance  for  persons  with  certain  types  of  medical  conditions,  such  as  diabetes. 
Popular  magazines  such  as  Kiplinger's  Personal  Finance  Magazine,  Consumer 
Reports,  and  Money  regularly  publish  articles  that  give  average  or  typical  premi- 
ums for  different  types  of  policies.  In  addition,  your  state  department  of  insur- 
ance may  publish  life  insurance  buyer's  guides  containing  price  guidelines  that 
may  prove  useful  in  selecting  companies  with  the  lowest  prices.  Premium-quote 
services  that  do  not  charge  a  fee  but  receive  a  commission  if  you  buy  from  a  rec- 
ommended company  include  Master  Quote  [(800)  337-5433],  LifeRates  of  Amer- 
ica [(800)  457-2837],  TermQuote  [(800)  444-8376],  Quotesmith  [(800)  431-1147], 
SelectQuote  [(800)  343-1985],  and  Insurance  Quote  Services  [(800)  972-1104].  In 
addition,  the  Wholesale  Insurance  Network  [(800)  808-5810]  is  a  discount  bro- 
ker for  low-load  cash-value  life  insurance  and  will  provide  quotes. 

Comparing  Term  Insurance  Policies  You  may  save  a  substantial  amount  on 

term  life  insurance  premiums  by  using  a  premium  quote  service,  which  is  an 

independent  life  insurance  agent  or  group  of  agents 

Table  1 2.4  who  concentrate  on  one  thing — low  rates.  Although 

they  provide  price  information  for  policies,  they 
offer  little  or  no  assistance  in  figuring  how  much 
life  insurance  you  need  or  what  type  of  policy  you 
should  buy.  Such  services  offer  computer-generated 
comparisons  among  the  20  to  80  companies  they 
represent  to  help  you  select  the  least  expensive  life 
insurance  policies  and  companies. 

Life  insurance  premiums  are  usually  quoted  in 
dollars  per  $1000  of  coverage.  Generally,  the  higher 
the  face  amount  of  the  policy,  the  lower  the  rate  per 
$1000  will  be.  For  example,  a  company  might  sell 

Note:  The  CFA  Insurance  Group  recommends  multiplying  the  rate  by  term  life  insurance  for  $  1  per  $  1000  per  year  when 

each  $1000  of  coverage  desired  and  then  adding  $60  to  cover  esti-  purchased  in  face  amounts  of  $100,000  Or  more  and 

mated  administrative  fees.  $1  25     per     $10Q0     per    year     f()r     policies     under 

Source:  Taking  the  Bite  Out  of  Insurance,  A  Comprehensive  Guide  to  Life  cinnnnn    t~  t^^t-    „~r,-;^.-  .  ,;<.u  t~^~  -,~,~ «...  ~t  ci 

i  i  ui  t    (,«trtMi,o,«.,,i    u  u  ■  i    „  $100,000.  In  fact,  policies  with  face  amounts  of  $1 

insurance,  available  for  $14  [(202)  387-6121],  which  is  periodically  ^ 

updated,  including  tables.  million  can  cost  less  than  $0.50  per  $1000  per  year 

Reprinted  by  permission  of  the  Consumer  Federation  of  America  Insur-  for  people  under  age  35.  It  is  easy  to  pay  tOO  much 

ance  Group,  1424  16th  Street, Suite  604, Washington,  DC.  20036.  for  term  Hfe  insurance,  however,  especially  if  you  do 

not  comparison-shop.  The  rates  shown  in  Table 
12.4  represent  good  values  for  term  insurance. 

Comparing  Cash-Value  Policies  The  cost  of  insurance  measured  in  dollars  per 
$1000  is  not  an  appropriate  decision  criteria  when  comparing  term  and  cash- 
value  insurance  or  when  examining  various  types  of  cash-value  insurance.  Table 
12.5  on  the  following  page  lists  annual  premiums  that  are  near  the  average 
required  for  various  types  of  insurance  policies. 


Fair  Prices  for  Term 

Life  Insurance 

Nonsmokers 

Smokers 

Age 

Male 

Female 

Male 

Female 

18  to  30 

$0.76 

$0.68 

$1.05 

$1.01 

35 

0.80 

0.74 

1.36 

1.26 

40 

1.03 

0.95 

2.06 

1.65 

45 

1.45 

1.20 

2.95 

2.30 

50 

2.60 

1.76 

4.16 

3.30 
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Table  12.5 


Typical  Premiums  for  Various  Types  of  Life  Insurance  (Face  Amount  $100,000) 

Policy  Year 


Policy  Type 

1 

2 

3 

5 

10 

11 

20 

Age  65 

Annual  renewable  term 

(guaranteed  renewability 

to  age  70) 

$80 

$81 

$82 

$83 

$90 

$92 

$110 

$2400 

Decreasing  term 

(over  20  years) 

160 

160 

160 

160 

160 

160 

160 

0 

Convertible  term 

(within  5  years) 

170 

170 

170 

170 

940 

940 

940 

940 

Whole  life 

870 

870 

870 

870 

870 

870 

870 

870 

Universal  life 

590 

590 

590 

590 

680 

730 

760 

790 

Limited-pay  life 

(paid  at  age  65) 

920 

920 

920 

920 

920 

920 

920 

0 

Premiums  quoted  are  for  a  21 -year-old  male  nonsmoker.  Smokers  pay  30  to  100  percent  extra  because  they  typically  live  seven  years  less 
than  nonsmokers,  according  to  data  from  the  State  Mutual  Life  Assurance  Company  of  America. 


•  The  Net  Cost  Method.  The  net  cost  of  a  life  insurance  policy  equals  the  total 
of  all  premiums  to  be  paid  minus  any  accumulated  cash  value  and  accrued  div- 
idends. It  is  calculated  for  a  specific  point  in  time  during  the  life  of  the  policy — 
for  example,  at  the  end  of  the  tenth  or  twentieth  year.  The  net  cost  is  often  a 
negative  figure,  giving  a  false  impression  that  the  policy  will  pay  for  itself.  You 
should  ignore  net  cost  calculations  provided  by  a  life  insurance  agent. 

•  The  Interest-Adjusted  Cost  Index  Method.  A  cost  index  is  a  numerical 
method  to  compare  the  costs  of  similar  plans  of  life  insurance.  The  interest- 
adjusted  cost  index  (IACI)  measures  the  cost  of  life  insurance,  taking  into 
account  the  interest  that  would  have  been  earned  had  the  premiums  been 
invested  rather  than  used  to  buy  insurance.  The  lower  the  IACI,  the  lower  the 
cost  of  the  policy.  The  IACI  is  calculated  for  a  specific  point  in  time — usually  the 
twentieth  year — during  the  life  of  the  policy. 

Reputable  agents  should  have  IACI  information  on  hand.  In  fact,  agents  in 
most  states  are  required  to  disclose  the  information  (usually  an  IACI  for  the 
twentieth  year)  if  asked.  Ask  for  five-,  ten-,  and  30-year  IACIs  as  well,  because 
companies  have  been  known  to  manipulate  their  dividend  and  cash  value  accu- 
mulations to  look  especially  good  at  the  20-year  point.  You  should  insist  on 
being  told  the  index  before  you  agree  to  buy  a  policy,  and  you  should  shop  else- 
where if  the  agent  refuses,  resists,  or  tries  to  imply  that  the  index  has  little  value. 
Unfortunately,  the  IACI  does  not  provide  an  accurate  means  of  comparing  types 
of  policies  that  differ  widely.  It  is  totally  inappropriate,  for  example,  when  com- 
paring term  insurance  and  cash-value  insurance. 
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HOW 


to... 


Plan  Your  Life  Insurance  Program 


A  life  insurance  and  investment  plan  recommended 
for  the  income-producing  years  in  an  individual's 
life  cycle  is  depicted  in  the  figure  given  here.  The 
plan  is  built  on  two  cornerstones:  (1)  the  purchase 
of  term  insurance  for  the  bulk  of  life  insurance 
needs,  because  term  insurance  is  more 
flexible  than  cash-value  insurance  and 
provides  more  protection  for  each  pre- 
mium dollar,  and  (2)  a  systematic,  regu- 
lar investment  program. 

At  the  age  of  20,  as  shown  in  the 
figure,  the  average  person  needs  little  or 
no  life  insurance.  If  desired,  a  small  term 
or  cash-value  policy  with  guaranteed 
insurability  is  usually  sufficient.  Over 
time,  however,  an  individual's  responsi- 
bilities for  the  financial  well-being  of 
others  may  increase.  These  responsibili- 
ties will,  in  turn,  increase  the  need  for 
protection.  As  the  early  years  of  an 
investment  program  will  not  yield 
enough  protection,  life  insurance  likely 
should  be  purchased.  The  amount  pur- 
chased will  depend  on  the  individual's 
needs  (the  amounts  in  the  figure  are 
intended  only  as  examples).  At  about 
the  age  of  45,  the  probable  losses  from  a 
premature  death  will  begin  to  diminish 
because  the  investment  program  started 
at  the  age  of  20  will  have  grown  suffi- 
ciently to  offer  some  protection  from  a 
premature  death.  Thus,  life  insurance 
needs  will  level  off  or  decrease  around 
the  same  time  that  term  insurance  pre- 


miums become  more  expensive.  By  the  age  of  65, 
life  insurance  needs  will  be  greatly  reduced  or  elim- 
inated, and  the  investment  program  will  have 
grown  sufficiently  to  provide  retirement  income. 

Life  Insurance  and  Investment  Plan  over  the  Life  Cycle 


$1,000,000 


$800,000 


$600,000 


$400,000 


$200,000 


Total 
protection 


20     25     30     35     40     45     50     55     60     65     70      75     80 


'  With  a  guaranteed  insurability  option  and  paid  up  at  age  65. 

2  Five-year  guaranteed  renewable  term  in  $50,000  and  $  1 00,000 
increments;  add  and  drop  policies  as  necessary. 

3  Includes  vested  employer-sponsored  retirement  plans 
(see  Chapter  18). 


•  The  Interest-Adjusted  Net  Payment  Index  Method.  The  IACI  assumes  that  the 
policy  will  be  cashed  in  and  surrendered  at  the  end  of  a  certain  period  (usually 
20  years)  rather  than  remaining  in  force  until  the  death  of  the  insured.  If  the  pol- 
icy is  to  remain  in  force  until  death,  however,  you  can  use  the  interest-adjusted 
net  payment  index  (IANPI)  to  more  effectively  measure  the  cost  of  cash-value 
insurance.  Again,  the  lower  the  IANPI,  the  lower  the  cost  of  the  policy. 
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Su 


mmary 


1.  Life  insurance  is  designed  to  provide  protec- 
tion from  the  financial  losses  that  result 
from  death. 

2.  The  reasons  to  purchase  life  insurance 
change  over  the  life  cycle.  During  childhood 
and  singlehood,  the  need  for  life  insurance  is 
very  small  or  even  nonexistent.  Factors 
affecting  life  insurance  needs  include  the 
need  to  replace  income,  final-expense  needs, 
readjustment-period  needs,  debt-repayment 
needs,  college-expense  needs,  availability  of 
government  programs,  and  ownership  of 
other  life  insurance  and  assets.  Two  methods 
to  calculate  life  insurance  needs  are  the 
multiple-of-earnings  approach  and  the  needs 
approach. 

3.  Basically  only  two  types  of  life  insurance 
exist:  term  life  insurance  and  cash-value  life 
insurance.  Variations  of  term  life  insurance 
include  decreasing  term  insurance,  guaran- 
teed renewable  term  insurance,  convertible 
term  insurance,  and  credit  life  insurance. 
Variations  of  cash-value  insurance  include 
whole  life  insurance,  limited-pay  life  insur- 
ance, and  universal  and  variable  life  insur- 
ance. 

4.  A  life  insurance  policy  is  a  written  contract 
between  the  insurance  purchaser  and  the 
insurance  company  spelling  out  in  detail  the 
terms  of  the  agreement.  When  buying  life 
insurance,  special  attention  should  be  paid 
to  the  policy's  general  terms  and  conditions, 
special  features  of  cash-value  life  insurance, 
and  settlement  options. 

5.  You  should  purchase  life  insurance  only  after 
you  have  determined  the  actual  dollar 
amount  and  type  of  policy  you  need  and 
analyzed  comparative  premiums.  Term  life 
insurance  provides  the  most  insurance  pro- 
tection for  each  premium  dollar.  The 
interest-adjusted  cost  index  can  provide  a 
means  of  comparing  similar  policies,  but  its 
use  is  limited  when  comparing  dissimilar 
policies. 


beneficiary       341 

cash  surrender  value       354 

cash-value  life  insurance       339 

conditions       349 

decreasing  term  insurance       340 

face  amount       339 

grace  period       351 

guaranteed  insurability  option       356 

guaranteed  renewable  term  insurance       340 

insuring  agreements        349 

interest-adjusted  cost  index  (IACI)        360 

interest-sensitive  life  insurance       345 

life  insurance       332 

needs  approach       336 

nonforfeiture  values       354 

owner       341 

premium  quote  service       359 

settlement  options       353 

Social  Security  survivor's  benefits       335 

term  life  insurance       339 

variable-universal  life  insurance        348 


Questions  for  Thought  &  Discussion 

1.  Briefly  explain  why  the  name  "life  insur- 
ance" may  be  considered  a  misnomer. 

2.  Identity  the  role  that  actuaries  play  in  the 
life  insurance  business. 

3.  What  is  the  major  financial  loss  suffered 
upon  the  death  of  a  family's  primary  income 
earner? 

4.  Describe  five  factors  affecting  the  need  for 
life  insurance. 

5.  What  is  the  multiple-of-earnings  approach 
toward  estimating  lost  income  for  a  family  or 
individual? 

6.  What  is  the  difference  between  the  multiple- 
of-earnings  approach  and  the  needs 
approach  in  estimating  income  losses? 
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7.  How  do  term  life  insurance  and  cash-value 
life  insurance  differ? 

8.  Distinguish  between  the  owner,  the  insured, 
the  beneficiary,  and  the  contingent  benefi- 
ciary of  a  life  insurance  policy. 

9.  Describe  level-premium  term  insurance. 

10.  Why  might  you  want  to  buy  a  decreasing 
term  policy? 

11.  What  is  guaranteed  renewable  term  insur- 
ance? 

12.  Why  might  a  convertibility  option  be  a 
desirable  part  of  a  term  life  policy? 

13.  What  is  the  major  reason  for  not  buying 
credit  life  insurance? 

14.  Give  two  reasons  why  you  might  want  to 
buy  group  life  insurance. 

15.  How  does  a  limited-pay  life  insurance  policy 
differ  from  a  whole  life  policy? 

16.  What  three  pieces  of  information  do  interest- 
sensitive  life  insurance  purchasers  have 
about  their  policies  that  purchasers  of  more 
traditional  cash-value  policies  lack? 

17.  How  does  variable-universal  life  insurance 
differ  from  variable  life  insurance? 

18.  Distinguish  between  the  guaranteed  mini- 
mum rate  and  the  current  rate  paid  on  an 
interest-sensitive  life  insurance  policy. 

19.  What  is  low-load  life  insurance? 

20.  Why  is  it  misleading  to  say  that  a  life  insur- 
ance policy  will  "pay  for  itself"? 

21 .  Describe  the  five  sections  of  an  insurance 
policy. 

22.  How  does  the  IRS  classify  insurance  divi- 
dends? 

23.  Distinguish  between  participating  and  non- 
participating  insurance  policies. 

24.  Distinguish  between  underwriting  and 
investment  profit  of  insurance  companies. 

25.  Why  does  the  death  benefit  usually  differ 
from  the  face  amount  of  a  life  insurance  pol- 
icy? 

26.  What  advantage  does  a  grace  period  offer  to 
a  life  insurance  policyholder? 


27.  What  value  does  a  guaranteed  insurability 
option  have  for  a  life  insurance  policy- 
holder? 

28.  What  is  meant  by  the  term  "settlement 
options,"  and  what  options  are  available  to 
life  insurance  beneficiaries? 

29.  Name  three  factors  that  influence  the  cost  of 
life  insurance. 

30.  What  might  you  gain  by  "buying  term  and 
investing  the  difference"? 

31.  What  is  the  most  important  factor  to  con- 
sider when  choosing  a  life  insurance  com- 
pany? 

32.  What  is  a  premium-quote  service,  and  what 
benefit  might  consulting  such  a  service 
offer? 

33.  What  is  the  interest-adjusted  cost  index? 


DECISIONMAKING  CASES 

Case  1     Life  Insurance  for  a  Newly  Married 
Couple 

Just-married  couples  sometimes  overindulge  in 
the  type  and  amount  of  life  insurance  that  they 
buy.  Bryson  and  Jeanette  Greenwood  of  Gunni- 
son, Colorado,  took  a  different  approach.  Both 
were  working  and  had  a  small  amount  of  life 
insurance  provided  through  their  respective 
employee  benefit  programs:  Bryson,  $35,000,  and 
Jeanette,  $15,000.  During  their  discussion  of  life 
insurance  needs  and  related  costs,  they  decided 
that  if  Jeanette  completed  her  master's  degree  in 
industrial  psychology,  she  would  have  better 
employment  opportunities.  Consequently,  they 
decided  to  use  money  they  had  available  for  addi- 
tional life  insurance  to  pay  for  Jeanette's  educa- 
tion. They  both  feel,  however,  that  they  do  not 
want  to  become  "life  insurance  poor." 

(a)  In  what  way  does  Jeanette's  return  to  school 
alter  the  Greenwoods'  life  insurance  con- 
cerns? 

(b)  Would  you  agree  that  the  amount  of  life 
insurance  provided  by  the  Greenwoods' 
respective  employers  is  adequate  while 
Jeanette  is  in  school?  Explain  your  response. 
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(c)    How  might  the  Greenwoods'  life  insurance 
needs  change  over  the  life  cycle? 

Case  2    Fraternity  Members  Contemplate 
Permanent  Life  Insurance 

Lee  Chen  is  a  college  student  from  Santa  Ana,  Cal- 
ifornia. He  is  about  to  graduate,  and  was 
approached  recently  by  a  life  insurance  agent  who 
set  up  a  group  meeting  for  several  members  of 
Lee's  fraternity.  During  the  meeting,  the  agent  pre- 
sented six  life  insurance  plans  and  was  very  per- 
suasive about  the  benefits  of  a  plan  that  his  com- 
pany calls  Affordable  Life  II.  Under  the  plan,  the 
soon-to-graduate  student  can  buy  $100,000  of 
permanent  life  insurance  for  a  very  low  premium 
during  the  first  five  years  and  then  pay  a  higher 
premium  later  when  income  presumably  will  have 
increased.  Lee  was  confused  after  the  meeting,  as 
were  his  friends.  Armed  with  your  knowledge 
from  this  personal  finance  book,  you  have  been 
asked  to  respond  to  some  of  their  questions. 

(a)  Do  you  think  the  Affordable  Life  II  plan  is  a 
good  deal  for  these  young  people?  Why  or 
why  not? 

(b)  How  can  the  fraternity  members  decide  how 
much  life  insurance  they  need? 

(c)  Is  life  insurance  really  as  confusing  as  the 
agent  made  it  seem?  If  not,  what  simpler 
explanation  would  you  give? 

(d)  What  type  of  life  insurance  program  would 
you  advise  for  the  fraternity  brothers? 

(e)  How  would  they  know  if  a  life  insurance  pol- 
icy is  offered  at  a  fair  price? 


Financial  Math  Questions 


I 


1.   Glenda  Crahcrow  of  Portland,  Maine,  has  a 
5100,000  participating  cash-value  policy 
written  on  her  life.  The  policy  has  accumu- 
lated $4700  in  cash  value,  of  which  Glenda 
has  borrowed  $3000.  The  policy  also  has 
accumulated  unpaid  dividends  of  $1666.  Yes- 
terday Glenda  paid  her  premium  of  $1200 
for  the  coming  year.  What  is  the  current 
death  benefit  from  this  policy? 


2.   Wanda  and  Raymond  Hensley  of  Savannah, 
Georgia,  are  a  married  couple  in  their  mid- 
thirties.  They  have  two  children,  aged  5  and 
3,  and  Wanda  is  pregnant  with  their  third 
child.  Wanda  is  a  book  indexer  who  earned 
$15,000  after  taxes  last  year.  Because  she  per- 
forms much  of  her  work  at  home,  it  is 
unlikely  she  will  need  to  curtail  her  work 
after  the  baby  is  born.  Raymond  is  a  family 
therapist  with  a  thriving  practice;  he  earned 
$48,000  last  year  after  taxes.  Because  both 
are  self-employed,  Wanda  and  Raymond  do 
not  have  access  to  group  life  insurance.  They 
are  each  covered  by  $50,000  universal  life 
policies  they  purchased  three  years  ago.  In 
addition,  Raymond  is  covered  by  a  $50,000 
five-year  renewable  term  policy-,  which  will 
expire  next  year.  The  Hensleys  are  currently 
reassessing  their  life  insurance  program.  As  a 
preliminary  step  in  their  analysis,  they  have 
determined  that  Wanda's  account  with  Social 
Security  would  yield  the  family  about  S1094 
per  month,  or  an  annual  benefit  of  $13,128, 
if  she  were  to  die.  For  Raymond,  the  figure 
would  be  $2072  per  month,  or  an  annual 
benefit  of  $24,864.  (See  Appendix  B  for  the 
determination  of  these  benefits.)  Both  agree 
that  they  would  like  to  support  each  of  their 
children  to  age  22,  but  have  been  unable  to 
start  a  college  savings  fund.  They  estimate 
that  it  would  cost  $30,000  to  put  each  child 
through  college  as  measured  in  today's  dol- 
lars. They  expect  that  burial  expenses  for 
each  would  total  about  $6000,  and  they 
would  like  to  have  a  lump  sum  of  life  insur- 
ance clearly  marked  for  paying  off  their 
$70,000  home  mortgage.  They  also  feel  that 
each  spouse  would  want  to  take  a  six-month 
leave  from  work  if  the  other  were  to  die. 

(a)  M    Calculate  the  amount  of  life  insurance 
HE  that  Wanda  needs  using  the  informa- 
tion given.  Use  the  Decision-Making  Work- 
sheet on  page  337  or  the  Gannan/Forgue  Web 
site.  Assume  a  3  percent  after-tax  and  after- 
inflation  rate  of  return  and  an  income  need 
for  22  years,  because  the  unborn  child  will 
need  financial  support  for  that  many  years. 

(b)  ■■    Calculate  the  amount  of  life  insurance 
55  that  Raymond  needs  using  the  informa- 


CHAPTER  12     Life  Insurance  Planning 


365 


tion  given.  Use  the  Decision-Making  Work- 
sheet on  page  337  or  the  Garman/Forgue  Web 
site.  Assume  a  3  percent  rate  of  return  after 
taxes  and  inflation  and  an  income  need  for 
22  years,  because  the  unborn  child  will  need 
financial  support  for  that  many  years. 

(c)   If  Wanda  and  Raymond  purchased  term 
insurance  to  cover  their  additional  needs, 
how  much  more  would  each  need  to  spend? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez  Contemplate 
Switching  Life  Insurance  Policies 

Victor  and  Maria  have  a  total  of  $200,000  in  life 
insurance.  Victor  has  a  $50,000  cash-value  policy 
purchased  more  than  20  years  ago  when  they  were 
first  married  and  a  $100,000  group  term  policy 
through  his  employer.  Maria  has  a  $50,000  group 
term  insurance  policy  through  her  employer.  The 
couple  has  been  approached  by  a  life  insurance 
agent  who  thinks  that  they  need  to  change  their 
policy  mix  because  they  have  inadequate  insur- 
ance. Specifically,  the  agent  has  suggested  that 
Victor  cash  in  his  cash-value  policy  and  buy  a  new 
variable-universal  life  policy. 

1.  If  Victor  cashes  in  his  policy,  what  options 
would  he  have  when  receiving  the  cash 
value? 

2.  As  the  Hernandez  children  are  now  grown 
and  on  their  own,  and  both  Victor  and 
Maria  are  employed  full-time,  give  general 
reasons  why  Victor  may  need  more  or  less 
insurance. 

3.  Why  would  it  be  a  bad  idea  for  Victor  to  buy 
a  variable-universal  life  policy? 

4.  ■■   Determine  what  the  $8000  in  cash 
5B   value  in  Victor's  life  insurance  policy 

would  be  worth  in  20  years  if  that  sum  were 
invested  somewhere  else  and  earned  an  8 
percent  annual  return.  (Hint:  Use  the 
Garman/Forgue  Web  site.) 


The  Johnsons  Change 

Their  Life  Insurance  Coverage 

Harry  and  Belinda  Johnson  spend  $9  per  month 
on  life  insurance  in  the  form  of  a  premium  on  a 
$10,000  paid-at-65  cash-value  policy  on  Harry. 
Belinda  receives  a  group  term  insurance  policy 
from  her  employer  with  a  face  amount  of  $38,700 
(1.5  times  her  annual  salary).  By  choosing  a  group 
life  insurance  plan  from  his  "menu"  of  fringe  ben- 
efits, Harry  now  has  $20,400  (his  annual  salary)  of 
group  term  life  insurance.  Harry  and  Belinda  have 
decided  that,  since  they  have  no  children,  they 
could  reduce  their  life  insurance  needs  by  protect- 
ing one  another's  income  for  only  four  years, 
assuming  the  survivor  would  be  able  to  fend  for 
himself  or  herself  after  that  time.  They  also  realize 
that  their  savings  fund  is  so  low  that  it  would  have 
no  bearing  on  their  life  insurance  needs. 

Harry  and  Belinda  are  basing  their  calculations  on 
a  projected  4  percent  rate  of  return  after  taxes  and 
inflation.  They  also  estimate  the  following 
expenses:  $8000  for  final  expenses,  $4000  for 
readjustment  expenses,  and  $5000  for  repayment 
of  short-term  debts. 

1.  Should  the  $3000  interest  earnings  from 
Harry's  trust  fund  be  included  in  his  annual 
income  for  the  purposes  of  calculating  the 
likely  dollar  loss  if  he  were  to  die?  (See  the 
discussions  about  the  Johnsons  at  the  end  of 
Chapter  2.)  Explain  your  response. 

2.  Based  on  your  response  to  the  previous  ques- 
tion, how  much  more  life  insurance  does 
Harry  need?  Use  the  Decision-Making  Work- 
sheet on  page  337  to  arrive  at  your  answer. 

3.  Repeat  the  calculations  to  arrive  at  the  addi- 
tional life  insurance  needed  on  Belinda's  life. 

4.  How  might  the  Johnsons  most  economically 
meet  any  additional  life  insurance  needs  you 
have  determined  they  may  have? 

5.  In  addition  to  their  life  insurance  planning, 
how  might  the  Johnsons  begin  to  prepare  for 
their  retirement  years?  See  "How  to:  Plan 
Your  Life  Insurance  Program,"  on  page  361. 
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Exploring  the  World  Wide 
Web  of  Personal  Finance 


r- j      To  complete  these  exercises,  go 

to  the  Gartnan/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Use  the  Decision-Making  Worksheet  on  page 
337  of  the  text  or  on-line  at  the 
Garman/Forgue  Web  site  to  calculate  your  life 
insurance  needs.  Are  you  underinsured, 
overinsured,  or  appropriately  insured?  Also 
visit  the  Web  site  for  FinanCenter,  which 
provides  a  life  insurance  needs  calculator. 
Follow  the  directions  to  calculate  your  life 
insurance  needs.  Why  do  you  think  the  Per- 
sonal Finance  text  worksheet  and  the  Finan- 
Center calculator  yield  differing  results? 
(Hint:  Note  how  the  two  versions  handle 
income  replacement.) 

2.  Visit  the  Web  site  for  QuoteSmith  to  obtain  a 
quote  for  the  annual  premium  on  a 
$100,000  guaranteed  renewable,  ten-year 
term  policy  for  you.  Then  call  a  life  insur- 
ance agent  in  your  community  for  a  quote 
on  the  same  term  insurance  policy.  How  do 
the  term  rates  quoted  by  your  local  agent 
compare  with  the  rates  found  over  the  Inter- 
net? Also,  ask  for  the  quote  on  a  $100,000 
universal  life  policy  with  guaranteed  insura- 
bility and  waiver-of-premium  options.  Ask 
the  agent  to  explain  why  the  quotes  for  the 
two  types  of  policies  differ.  Analyze  his  or 
her  response  based  on  what  you  learned  in 
this  chapter. 


3.  Consult  the  Web  site  for  the  Insurance  News 
Network,  and  click  on  Ratings  to  check  the 
rating  for  the  insurance  company  recom- 
mended by  the  agent  in  Exercise  2  and  the 
lowest-cost  company  for  term  insurance  that 
you  found  on  the  Web.  What  do  those  rat- 
ings tell  you  about  the  strength  of  those 
companies? 

4.  Call  a  local  life  insurance  office  and  talk  to 
one  of  the  agents  about  the  potential  for 
someone  interested  in  a  career  in  life  insur- 
ance. As  part  of  the  discussion,  ask  his  or  her 
advice  about  what  professional  certifications 
are  most  valuable.  Also,  visit  the  Web  site  for 
the  American  College  to  read  up  on  the 
requirements  for  the  professional  designa- 
tion of  chartered  life  underwriter  (CLU) 
mentioned  in  the  text. 

5.  Visit  the  Web  site  for  the  National  Associa- 
tion of  Insurance  Commissioners  and  find  its 
map  of  the  states  to  bring  up  the  site  of  the 
insurance  regulatory  agency  in  your  home 
state.  Explore  the  information  your  state  pro- 
vides to  assist  consumers  in  the  purchase  of 
life  insurance.  Then  visit  the  insurance  regu- 
latory agency  for  California,  New  York,  or 
Florida.  How  does  the  information  provided 
by  your  state  compare  with  that  provided  by 
one  of  those  states? 

6.  Visit  the  Web  site  for  the  Social  Security 
Administration  to  obtain  a  copy  of  your  Per- 
sonal Earnings  and  Benefits  Estimate  state- 
ment. This  statement  will  provide  you  with 
baseline  information  on  your  eligibility  for 
Social  Security  benefits,  including  survivor 
benefits.  The  statement  will  be  sent  to  you 
by  U.S.  mail  although  it  is  planned  that  this 
information  will  be  available  on-line  in  the 
future. 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


Li    Summarize  reasons  why 
people  invest,  what  is 
required  before  beginning, 
how  returns  are  earned,  and 
some  ways  to  obtain  funds 
to  invest. 


EJ    Determine  your  own 
investment  philosophy. 


J    Recognize  the  variety  of 
investments  available. 


D 


Identify  the  major  factors 
that  affect  the  return  on 
investment. 


■J    Specify  some  strategies 
of  portfolio  management  for 
long-term  investors. 


0 


List  three  guidelines  to 
use  when  deciding  the  best 
time  to  sell  investments. 


At  many  points  in  this  book,  we  have  encouraged  you  to  set  aside  funds  for 
the  future,  especially  by  accumulating  funds  through  regular  savings.  This 
approach  is  a  wise  course  of  action,  but  building  real  wealth  requires  an 
additional  consideration — earning  a  good  return  on  your  money.  The  difference 
in  the  return  is  a  major  distinction  between  mere  savings  and  investing.  Suc- 
cessful investors  ultimately  become  able  to  live  off  the  earnings  on  their  accu- 
mulated wealth,  often  without  spending  the  wealth  itself.  The  most  common 
ways  that  people  invest  involve  putting  money  into  assets  like  stocks,  mutual 
funds,  and  real  estate.  Investments  can  increase  your  income  and  help  maximize 
your  enjoyment  of  life.  Of  course,  to  achieve  this  higher  level  of  living  in  the 
future  you  cannot  spend  every  dollar  that  you  earn,  but  must  instead  set  aside 
some  of  your  income  and  invest  it  to  help  secure  that  future  lifestyle.  Moreover, 
you — and  no  one  else — are  responsible  for  your  financial  success. 

This  chapter  begins  by  examining  why  and  how  people  start  to  invest.  Next, 
we  provide  tools  to  help  you  identify  your  personal  investment  philosophy.  A 
variety  of  investments  are  then  introduced.  The  following  section  describes 
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major  factors  that  affect  the  return  on  investment,  including  investment  risk, 
diversification,  leverage,  taxes,  buying  and  selling  costs,  and  inflation.  We  then 
present  reasons  why  people  fail  to  succeed  financially  and  give  ideas  on  how  to 
succeed.  Next,  strategies  for  long-term  investors  are  discussed  in  detail.  The 
chapter  concludes  by  listing  guidelines  to  use  in  deciding  the  best  time  to  sell 
investments. 


U    Summarize  reasons  why 
people  invest,  what  is 
required  before  beginning, 
how  returns  are  earned,  and 
some  ways  to  obtain  funds 
to  invest. 


Preparations  for  Investing 

Before  undertaking  an  investment  plan,  you  need  to  know  why  people  invest, 
some  prerequisites  for  investing,  the  sources  of  investment  returns,  and  how  to 
obtain  money  to  invest.  Fortunately,  opening  an  investment  account  is  just  as 
easy  as  opening  a  checking  account. 


Why  People  Invest 

People  invest  for  one  or  more  of  four  general  reasons:  (1)  to  achieve  financial 
goals,  such  as  purchase  of  a  new  car,  a  down  payment  on  a  home,  payment  of  a 
child's  education,  and  so  on;  (2)  to  increase  current  income;  (3)  to  gain  wealth 
and  a  feeling  of  financial  security;  and  (4)  to  have  funds  available  during  retire- 
ment years.  People  who  place  funds  in  investments  must  accept  occasional 
losses,  setbacks,  and  unexpected  occurrences;  over  the  long  term,  however,  they 
typically  earn  much  higher  returns  than  those  obtained  through  savings. 


Prerequisites  to  Investing 

Before  you  embark  on  an  investment  program,  make  sure  you  have  taken  the  fol- 
lowing steps: 

1.  Live  within  your  means.  If  you  find  yourself  constantly  running  short  of 
cash  toward  the  end  of  the  month,  you  may  need  to  institute  better  budget 
controls  and  probably  will  not  have  any  money  available  for  investments. 
On  the  other  hand,  if  you  are  not  overly  indebted  and  generally  have  money 
available  for  regular  expenses,  small  gifts,  and  occasional  self-indulgences, 
you  should  begin  thinking  about  an  investment  program. 

2.  Continue  a  savings  program.  A  good  financial  manager  saves  regularly  to 
acquire  goods  and  services  or  to  build  an  emergency  fund.  Investors  also  save 
so  that  they  can  make  periodic  investments  with  accrued  savings. 

3.  Establish  lines  of  credit.  A  line  of  credit  can  help  you  meet  personal  finan- 
cial emergencies  and  reduce  the  need  to  keep  large  amounts  of  savings  read- 
ily available.  For  example,  you  might  maintain  a  line  of  credit  of  $3000  at  a 
local  bank,  $5000  at  a  brokerage  firm,  or  $4000  on  a  bank  credit  card. 

4.  Carry  adequate  insurance  protection.  Liability  insurance  protects  your 
assets  and  lifestyle  in  the  event  you  are  sued,  and  health  insurance  can  defray 
your  expenses  if  you  or  a  member  of  your  family  falls  ill.  Life  insurance  is 
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Get  Money  to  Invest 


Unless  you  inherit  money  or  win  a  lottery,  you 
must  save  to  build  up  funds  to  invest.  Some  sugges- 
tions follow: 

•  Pay  yourself  first  through  forced  savings  plans. 
You  should  "pay  yourself"  every  time  you 
receive  income— that  is,  you  should  treat  savings 
as  a  fixed  expense  in  your  budget.  When  asked, 
most  employers  will  direct  a  portion  of  your 
salary  to  a  savings  account  at  a  bank,  credit 
union,  or  savings  and  loan  association,  or  even 

a  savings  plan  at  work.  You  never  "see"  this 
money,  because  it  is  deposited  automatically.  An 
advantage  of  a  forced  savings  plan  is  that  you 
have  to  take  action  not  to  save,  thus  making  it 
easier  to  continue  saving. 

•  Save — don't  spend — extra  funds.  When  unex- 
pected money  arrives,  you  will  be  able  to  add 
substantially  to  your  savings  balance.  Examples 
of  extra  money  might  include  a  year-end  bonus 
from  an  employer,  the  after-tax  amount  of  a 
raise  above  your  previous  salary,  money  gifts, 
and  income  tax  refunds.  In  addition,  when  bud- 


geted costs  do  not  exceed  income  for  a  given 
time  period,  you  should  put  the  surplus  (or  part 
of  it)  in  savings. 

Make  installment  paytnents  to  yourself.  If  you 

make  installment  repayments  on  a  debt,  you 
have  an  unusual  opportunity  to  save  after  mak- 
ing the  last  repayment  on  the  debt.  Simply  con- 
tinue to  make  the  payments— but  to  your  sav- 
ings account. 

Break  a  habit.  Put  aside  the  amount  you  would 
have  spent. 

Scrimp  one  month  each  year.  If  you  make  a 
concerted  effort  to  scrimp  on  all  expenses  one 
month  each  year,  you  can  accumulate  a  sizable 
amount  of  money  for  savings  and  investment. 
To  accomplish  this  goal,  cut  back  on  some 
planned  expenditures  and  question  every  possi- 
ble variable  expense.  Knowing  that  this  level  of 
frugality  will  end  after  30  days  will  help  moti- 
vate you  toward  success. 


frequently  purchased  in  conjunction  with  investments  to  protect  the  lifestyle 
of  dependents  in  the  event  of  an  investor's  death. 

Establish  investment  goals.  When  you  have  specific  reasons  to  invest,  you 
will  be  more  likely  to  consider  "investments"  as  a  high-priority  category  in 
your  budget. 


Investment  Returns 

Investment  returns  come  from  two  sources:  current  income  and  capital  gains. 
Current  income  is  money  received  from  an  investment,  usually  on  a  regular 
basis,  in  the  form  of  interest,  dividends,  rent,  or  other  such  payment.  As  noted 
earlier,  interest  is  the  amount  you  receive  for  allowing  a  financial  institution  or 
individual  to  use  and  invest  the  money  you  lent  (the  principal).  Dividends  are 
distributions  of  profits  to  owners  of  shares  in  a  corporation.  Corporations  typi- 
cally retain  some  profits  to  use  for  continued  growth  and  distribute  the  remain- 
der as  dividends.  Rent  is  payment  received  in  return  for  allowing  someone  to  use 
your  real  property,  such  as  land  or  a  building. 
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Did  You 


KNOW 


The  Long-Term 
Rates  of  Return 
on  Investments 


According  to  Ibbotson  Associates,  for  the  past  60 
years  common  stocks  have  recorded  gains  of  1 1.4 
percent  annually  compared  with  15.1  percent  for 
small  company  stocks,  5.5  percent  for  long-term 
corporate  bonds,  5.1  percent  for  long-term  govern- 
ment bonds,  and  3.9  percent  for  30-day  Treasury 
bills.  The  inflation  rate  during  that  time  averaged 
4.1  percent.  The  11.4  percent  return  on  common 
stocks  typically  consists  of  an  8.4  percent  capital 
gain  plus  a  3.0  percent  dividend  yield. 


A  capital  gain  is  income  that  results  from 
an  increase  in  the  value  of  an  investment.  It  is 
calculated  by  subtracting  the  total  amount 
paid  for  the  investment  (including  transac- 
tion costs)  from  the  higher  price  at  which  it  is 
sold  (minus  any  transaction  costs).  Of  course, 
a  capital  loss  results  if  the  selling  price 
(minus  transaction  costs)  is  lower  than  the 
original  amount  invested  (plus  transaction 
costs).  For  example,  the  value  of  a  small  apart- 
ment building  might  increase  from  $200,000 
to  $275,000  over  a  few  years.  The  value  of  a 
share  of  common  stock  might  increase  from 
$80  to  $100  per  share  in  six  months.  Note, 
however,  that  you  realize  a  capital  gain  on  an 
investment  only  when  you  sell  it.  For  most 
investments,  a  trade-off  exists  between  capital 
gains  and  current  income:  Investments  with 
high  capital  gains  potential  often  pay  little  current  income,  and  investments 
that  pay  substantial  current  income  generally  have  little  or  no  potential  for  cap- 
ital gains.  Long-term  investors  are  usually  willing  to  forgo  much  current  income 
in  favor  of  possibly  earning  substantial  future  capital  gains. 

The  return  is  the  total  income  from  an  investment,  including  current 
income  plus  capital  gains  or  minus  capital  losses.  The  rate  of  return,  or  yield,  is 
the  return  on  an  investment  expressed  as  a  percentage  of  the  current  price;  it  is 
usually  stated  on  an  annualized  basis.  For  example,  Nina  Torres,  a  married  home 
builder  from  Gainesville,  Florida,  purchased  shares  of  H&M  stock  for  $1000, 
including  the  broker's  commissions.  She  received  $50  in  cash  dividends  during 
the  year.  If  Nina  then  sells  the  stock  for  $1100,  minus  the  $60  in  broker's  com- 
missions, she  will  have  a  capital  gain  of  $40  ($1100  -  $60  -  $1000).  Adding  this 
$40  gain  to  the  $50  in  cash  dividends  provides  a  total  return  of  $90,  or  a  9  per- 
cent annual  yield  on  the  investment  ($90  ■$-  $1000). 


mk    Determine  your  own 
investment  philosophy. 


Discovering  Your  Own  Personal  Investment  Philosophy 


Have  you  ever  known  someone  who  received  a  substantial  inheritance  and 
quickly  lost  it  on  poor  investments?  Such  events  have  occurred  often,  but  espe- 
cially when  people  forget  to  match  their  financial  decisions  with  their  usual 
manner  of  thinking,  feeling,  and  acting. 


How  Do  You  Handle  Risk? 

Risk — and  your  ability  to  handle  it — greatly  influences  your  personal  investment 
philosophy.  Risk  represents  the  uncertainty  that  the  yield  on  an  investment  will 
deviate  from  what  is  expected.  Placing  money  in  a  federally  insured  savings 
account  incurs  virtually  no  risk  because  the  government  guarantees  both  the 
principal  and  the  yield.  Buying  stock  in  a  corporation  is  riskier  because  no  one 
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can  guarantee  the  future  success  of  a  company.  For  most  investments,  the  greater 
the  risk,  the  greater  the  potential  yield.  This  potential  for  gain  is  what  motivates 
people  to  accept  increasingly  greater  levels  of  risk. 

As  an  investor  trying  to  figure  out  your  own  investment  philosophy,  you  first 
need  to  determine  your  ability  to  handle  risk.  Basically,  you  need  to  determine 
how  much  anxiety  related  to  your  investments  you  can  handle.  We  sometimes 
call  this  ability  your  "stomach  and  sleep  quotient"  (SSQ).  Ask  yourself:  What  is 
my  basic  temperament  or  natural  disposition?  How  well  do  I  handle  stress?  How 
well  do  I  sleep  at  night?  Will  my  financial  decisions  cause  loved  ones  to  worry? 
Can  I  afford  a  10,  20,  or  30  percent  market  decline  on  my  investments?  Answer- 
ing these  questions  honestly  will  help  you  match  investments  to  your  tempera- 
ment and  investment  philosophy. 


Ultraconservative  "Investment"  Strategies 

There  are  many  ways  to  save  with  no  risk  of  losing  your  principal  and  still  obtain 
respectable,  although  limited,  returns:  federally  insured  savings  accounts,  cer- 
tificates of  deposit,  and  EE  and  HH  Savings  Bonds.  Ultraconservative  investors, 
especially  those  who  cannot  sleep  at  night  if  they  think  their  money  is  at  risk, 
do  not  consider  investments  because  they  stick  with  the  100  percent  safe  options 
backed  by  the  U.S.  federal  government.  An  ultraconservative  investor  of  $1000 
will  not  lose  a  penny  and  likely  will  gain  $40  or  more  over  the  course  of  a  year. 
In  actuality,  ultraconservative  investors  are  not  investors,  but  are,  in  fact,  savers. 
They  find  it  difficult  to  get  ahead  over  the  long  term. 

Your  Investment  Philosophy: 
Conservative,  Moderate,  or  Aggressive 

True  investors  develop  an  investment  philosophy — a  personal  investment  strat- 
egy that  anticipates  specific  returns  and  risks  and  contains  tactics  for  accom- 
plishing your  investment  goals.  If  you  record  your  strategy  and  tactics  in  writing, 
you  may  avoid  making  inconsistent  investment  decisions.  Successful  investors 
match  investment  philosophy  with  investment  goals. 

Conservative  The  financial  goal  of  obtaining  a  specific  potential  rate  of  return 
is  accompanied  by  varied  degrees  of  risk.  If  you  have  a  conservative  investment 
philosophy,  you  accept  very  little  risk  and  are  generally  rewarded  with  relatively 
low  rates  of  return  for  seeking  the  twin  goals  of  a  moderate  current  income  and 
preservation  of  capital.  You  could  be  characterized  as  a  "risk  averter."  Conserva- 
tive investors  often  protect  themselves  by  carefully  avoiding  losses  and  trying  to 
stay  with  investments  that  have  gains,  often  for  long  time  periods  (perhaps  for 
five  or  ten  years).  Tactically,  they  might  sell  investments  when  the  price  rises  or 
falls  15  percent.  Most  investors  approaching  retirement  or  who  are  planning  to 
withdraw  money  from  their  investments  in  the  near  future  adhere  to  a  conserv- 
ative investment  philosophy. 

Conservative  investors  typically  consider  investing  in  obligations  issued  by 
the  government  (such  as  Treasury  bills,  notes  and  bonds,  and  municipal  bonds), 
high-quality  (blue-chip)  corporate  bonds  and  stocks,  balanced  mutual  funds 
(which  own  both  stocks  and  bonds),  certificates  of  deposit,  and  fixed  annuities. 
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They  also  tend  to  spread  their  funds  among  a  large  number  of  investment  alter- 
natives. A  conservative  investor  with  $1000  might  lose  $50  over  the  course  of  a 
year  or  gain  $60  during  the  same  period. 

Moderate  People  with  a  moderate  investment  philosophy  seek  capital  gains 
through  slow  and  steady  growth  in  the  value  of  their  investments  and  some  cur- 
rent income.  They  invite  only  a  fair  amount  of  risk  of  capital  loss.  Most  have  no 
immediate  need  for  the  funds  and  are  instead  laying  the  investment  foundation 
for  later  years  or  building  upon  such  a  base.  Moderate  investors  are  fairly  com- 
fortable during  rising  and  falling  market  conditions,  remaining  secure  in  the 
knowledge  that  they  are  investing  for  the  long  term.  Their  tactics  might  include 
selling  investments  when  the  price  has  risen  25  percent,  selling  if  the  price  drops 
by  25  percent,  and  spreading  investment  funds  among  several  choices. 

People  seeking  moderate  returns  consider  investing  in  dividend-paying  com- 
mon stocks,  growth  and  income  mutual  funds,  high-quality  corporate  bonds, 
government  bonds,  variable  annuities,  and  real  estate.  A  moderate  investor  with 
$1000  might  lose  $200  over  the  course  of  a  year  or  gain  $150. 

Aggressive  If  you  choose  to  strive  for  a  very  high  return  by  accepting  a  high 
level  of  risk,  you  have  an  aggressive  investment  philosophy  and  could  be  char- 
acterized as  a  "risk  seeker."  Aggressive  investors  primarily  seek  capital  gains. 
Many  such  investors  take  a  short-term  approach,  confident  that  they  can  profit 
substantially  during  major  upswings  in  market  prices. 

People  seeking  aggressive  returns  consider  investing  in  common  stocks  of 
new  or  fast-growing  companies,  high-yielding  junk  bonds,  aggressive-growth 
mutual  funds,  limited  real  estate  partnerships,  undeveloped  land,  precious  met- 
als, gems,  commodity  futures,  stock-index  futures,  and  collectibles  of  every 
stripe.  Devotees  of  an  aggressive  investment  philosophy  sometimes  do  not 
spread  their  funds  among  many  alternatives,  and  they  may  also  adopt  short- 
term  tactics  to  increase  capital  gains.  For  example,  an  aggressive  investor  might 
place  most  of  his  or  her  investment  funds  in  a  single  stock  in  the  hope  that  it 
will  rise  10  percent  over  90  days,  giving  an  annual  yield  of  more  than  40  percent. 
Those  shares  can  then  be  sold  and  the  money  used  to  invest  elsewhere.  Invest- 
ment tactics  for  aggressive  investors  are  discussed  in  Chapter  17,  "Real  Estate  and 
Advanced  Portfolio  Management."  (A  portfolio  is  a  collection  of  stocks  and 
bonds,  collectively  called  securities,  plus  other  investments  such  as  mutual 
funds,  real  estate,  and  gold.) 

Aggressive  investors  must  be  emotionally  and  financially  able  to  weather 
substantial  short-term  losses — for  example,  a  downward  swing  in  price  of  30  or 
40  percent — with  the  expectation  that  an  even  stronger  upswing  in  price  might 
occur  in  the  future.  An  aggressive  investor  with  $1000  might  lose  $400  during  a 
year  or  gain  $400  over  the  same  time  frame. 


J    Recognize  the  variety  of 
investments  available. 


Investment  Selection 


You  have  two  key  decisions  to  make  when  choosing  investments:  (1)  Do  you 
want  to  lend  your  money  or  own  an  asset?  (2)  Do  you  want  to  invest  for  the 
short  or  long  term? 
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Do  You  Want  to  Lend  or  Own? 

You  can  invest  money  in  two  ways,  by  lending  and  by  owning.  When  you  lend 
your  money,  you  receive  some  form  of  IOU  and  the  promise  of  future  income. 
You  can  lend  by  depositing  money  in  banks,  credit  unions,  and  savings  and  loan 
associations  (via  savings  accounts  and  certificates  of  deposit)  or  by  lending 
money  to  governments  (via  Treasury  notes  and  bonds  as  well  as  state  and  local 
bonds),  businesses  (corporate  bonds),  mortgage-backed  bonds  (such  as  Ginnie 
Maes),  and  life  insurance  companies  (annuities).  Such  lending  investments,  or 
debts,  generally  offer  both  a  fixed  maturity  and  a  fixed  income.  With  a  fixed 
maturity,  the  borrower  agrees  to  repay  the  principal  to  the  investor  on  a  specific 
date.  With  a  fixed  income,  the  borrower  agrees  to  pay  the  investor  a  specific  rate 
of  return  for  use  of  the  principal.  Such  investments  allow  lenders  to  be  fairly 
confident  that  they  will  receive  a  certain  amount  of  interest  income  for  a  speci- 
fied period  of  time  and  that  the  lent  funds  will  eventually  be  returned.  Thus,  the 
return  is  somewhat  assured.  No  matter  how  much  profit  the  borrower  makes 
with  your  funds,  however,  the  investing  lender  receives  only  the  fixed  return 
promised  at  the  time  of  the  initial  investment. 

You  may  also  invest  money  through  ownership.  When  you  buy  an  invest- 
ment asset,  you  typically  either  own  the  asset  outright  or  purchase  it  on  credit. 
These  investments  are  often  called  equities.  You  can  buy  common  or  preferred 
corporate  stock  (to  obtain  part-ownership  in  a  corporation),  purchase  shares  in 
a  mutual  fund  company  (which  then  invests  the  funds  in  corporate  stocks  and 
bonds),  put  money  into  your  own  business,  purchase  real  estate,  buy  commod- 
ity futures  (pork  bellies  or  oranges),  or  buy  investment-quality  collectibles  (such 
as  rare  antiques  or  stamps).  Investment  owners  have  the  potential  of  a  substan- 
tial return  because  they  typically  share  the  profits. 

Do  You  Want  to  Make  Short-Term 
or  Long-Term  Investments? 

Most  individual  investors  lack  the  expertise,  time,  and  money  to  reap  substan- 
tial short-term  financial  gains  from  investments  (short-term  means  less  than 
one  year).  Short-term  gains  often  are  offset  by  commissions  and  fees.  For  these 
reasons,  most  individual  investors  make  long-term  investments,  keeping  their 
funds  in  the  same  investment  for  two,  five,  or  ten  years  or  more.  Regardless  of 
the  length  of  the  investment  period,  you  should  periodically  reexamine  your 
investments  with  an  eye  toward  maximizing  return.  An  overview  of  the  types 
of  investments  that  match  specific  investment  time  frames  is  provided  in  Table 
13.1. 

Choosing  an  Investment  Vehicle 

This  chapter  provides  the  background  information  and  tools  of  analysis  that  will 
permit  you  to  decide  on  the  types  of  investments  that  best  suit  your  needs.  We 
also  provide  specific  guidelines  for  deciding  when  each  investment  should  be 
sold.  The  following  four  chapters  examine  the  details  of  such  investments. 
Chapter  14  focuses  on  investing  in  individual  stocks  and  bonds.  Chapter  15 
examines  investing  in  mutual  funds — the  most  popular  of  all  investments 
owned  by  individuals  and  families.  The  focus  of  Chapter  16  is  on  the  complexi- 
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Table  13.1 


Match  the  Investment  Alternatives  to  the  Time  Frame  of  Your  Goals 
Time  Investment  Goals  Trade-Offs 


Possible  Investments 


Less  than 

Easy  access  to  funds 

Low  returns 

NOW  checking  account 

2  years 

Moderate  yields 

Vulnerable  to  inflation 

Savings  account 

Steady  income 

Money  market  account 

Stable  prices 

Certificates  of  deposit 
Treasury  issues  and  corporate 
bonds  maturing  within  2  years 

2  to  5  years 


Moderately  high  yields 

Steady  income 

Narrow  price  movements 


Less  safety  than  for 

shorter-term  investments 
Lower  returns  than  for 

longer-term  investments 
Some  vulnerability  to  inflation 


Corporate  bonds  maturing 

within  5  years 
Ginnie  Mae  bonds 
Stocks  paying  high  dividends 
Balanced  mutual  funds 


6fo  10  years 


Moderately  high  yields 
Predictable  price 
movements 


Less  safety  than  for 

shorter-term  investments 
Lower  returns  than  for 

longer-term  investments 


Stocks  paying  high  dividends 

Ginnie  Mae  bonds 

Short-term  bonds 

Long-term  bonds 

Long-term  certificates  of  deposit  (CDs) 

Growth  and  income  mutual  funds 

Real  estate 


More  than         High  long-term  yields 
10  years  Potential  for  appreciation 

Returns  that  outpace 
inflation 


Price  volatility 

May  have  limited  liquidity 

and  marketability 
Patience  required 


Growth  stocks 
Long-term  bonds 
Precious  metals 

Aggressive-growth  mutual  funds 
Real  estate 


ties  of  buying  and  selling  all  types  of  investments.  Finally,  Chapter  17  examines 
real  estate  (when  viewed  as  an  investment  rather  than  as  property  for  personal 
use)  and  speculative  investments,  such  as  commodities,  options,  and  precious 
metals.  After  reading  these  chapters,  you  should  have  learned  enough  about 
investments  to  make  wise  decisions  on  your  own. 


B 


Identify  the  major  factors 
that  affect  the  return  on 
investment. 


Major  Factors  That  Affect 

the  Rate  of  Return  on  an  Investment 

A  number  of  factors  affect  the  rate  of  return  on  an  investment:  various  types  of 
risk,  investment  risk,  diversification,  leverage,  taxes,  buying  and  selling  costs, 
and  inflation. 


Investment  Risk 

"Pure  risk,"  which  concerns  the  uncertainty  of  events  occurring  with  no  poten- 
tial for  gain,  was  discussed  in  Chapter  10.  Investments,  however,  are  subject  to 
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Figure  13.1 


speculative  risk,  which  involves  the  potential  for  either  gain  or  loss.  Common 
stock,  for  example,  may  rise  or  fall  in  value;  which  event  will  occur  is  an 
unknown.  Because  of  the  uncertainty  that  surrounds  investments,  many  people 
choose  conservatively  to  keep  their  risk  low.  Yet,  to  get  high  yields,  they  must 
accept  greater  unknowns  and  higher  risk. 

Figure  13.1  graphically  presents  the  risk  pyramid,  which  illustrates  the 
trade-offs  between  risk  and  return  for  a  number  of  investments.  All  four  invest- 
ments guaranteed  by  the  U.S.  government  (savings  bonds,  certificates  of  deposit, 
insured  bank  accounts,  and  Treasury  securities)  offer  a  virtually  "risk-free  return" 
and,  accordingly,  offer  a  relatively  low  return. 

Types  of  Investment  Risk  Investment  risk  can  be  categorized  as  follows: 

•  Inflation  risk.  Inflation  risk  is  the  risk  that  an  investment's  return  may  be 
diminished  or  reversed  by  the  cumulative  effects  of  inflation.  To  maintain 
the  same  buying  power,  returns  must  significantly  exceed  the  inflation  rate 
because  investors  typically  must  pay  taxes  on  income  earned.  Otherwise, 
earnings  from  investments  will  lose  purchasing  power  because  the  income 
received  is  paid  in  ever-cheaper  dollars.  Inflation  risk  is  present  for  all  types 
of  investments. 

•  Deflation  risk.  Houses,  real  estate,  and  other  ownership  investments  are 
subject  to  the  deflation  risk  that  the  general  price  level  in  the  economy- 
might  drop,  thereby  reducing  the  investment's  value.  Such  events  have 
occurred  recently  in  certain  regional  real  estate  markets. 

•  Interest-rate  risk.  Interest-rate  risk  stems  from  the  possibility  that  interest 
rates  will  rise  and  the  value  of  certain  investments  will  fall.  Interest-rate  risk 
affects  fixed-interest-rate  obligations  such  as  bonds  and  preferred  stocks, 


The  Risk  Pyramid  Reveals  theTrade-Offs  between  Investment  Risk  and  Return 


Futures  contracts 


Call  options 
Speculative  stocks 


Junk  bonds      Collectibles 

Limited  partnerships       Put  options 

Real  estate      Aggressive-growth  mutual  funds 


Growth  and  income  mutual  funds 


Blue-chip  stocks         Balanced  mutual  funds 


High-quality  corporate  bonds        Preferred  stock 


Convertible  securities        Best-quality  corporate  bonds 


Municipal  bonds         Annuities         Pension  funds 


Cash-value  life  insurance 


Savings  bonds       Certificates  of  deposit       Insured  bank  accounts       Treasury  securities 


Growth  stocks 


Money  market  accounts 
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which  have  an  almost  guaranteed  rate  of  return.  For  example,  suppose  that 
you  buy  a  20-year  $1000  government  bond  at  6  percent.  The  government  is 
obligated  to  pay  you  $60  per  year  ($1000  x  0.06)  and  to  repay  the  $1000 
principal  20  years  from  now.  If  interest  rates  in  the  economy  rise  substan- 
tially, perhaps  to  8  percent,  the  market  value  of  the  6  percent  bond  will 
decline.  Because  investors  could  buy  a  new  bond  for  $1000  that  pays  8  per- 
cent, they  might  offer  to  buy  your  6  percent  bond  for  $750,  which  would 
raise  their  effective  yield  to  8  percent  ($60  +  $750).  Note  that  your  capital 
loss  would  be  realized  only  if  you  actually  sold  your  bond. 

•  Financial  risk.  Financial  risk  relates  to  the  possibility  that  the  investment 
will  fail  to  pay  a  return  to  the  investor.  A  corporation  might  temporarily 
experience  difficult  financial  times  and  fail  to  pay  dividends  on  its  shares  of 
stock.  In  addition,  there  is  always  a  risk  that  the  company  could  go  bankrupt. 

•  Market-volatility  risk.  All  investments  are  subject  to  occasional  sharp 
changes  in  price  due  simply  to  changes  in  the  overall  market  for  such  invest- 
ments. This  market-volatility  risk  must  be  considered.  For  example,  the  value 
of  similar  stocks  being  traded  can  change  2  to  4  percent  in  a  single  day,  and 
the  value  of  a  single  stock  might  change  even  more  dramatically.  The  price 
of  a  typical  stock  fluctuates  about  50  percent  in  an  average  year;  thus,  a  stock 
selling  for  $30  per  share  in  January  might  range  in  price  from  $15  to  $45 
before  the  end  of  the  following  December. 

•  Marketability  risk.  When  you  have  to  sell  an  illiquid  asset  quickly,  you  may 
face  a  marketability  risk — the  uncertainty  of  loss  you  might  have  to  absorb  if 
forced  to  sell  an  investment  before  its  planned  disposal.  Selling  real  estate  in 
a  hurry,  for  example,  often  requires  the  seller  to  make  price  concessions 
because  few  potential  buyers  may  emerge.  An  investment  with  marketability 
risk  is  illiquid  because  the  asset  cannot  be  quickly  converted  to  cash. 

•  Political  risk.  The  political  environment  can  often  dramatically  influence 
the  value  of  investments.  Imposition  of  wage  and  price  controls,  government 
efforts  to  settle  labor  strikes,  and  election  of  officials  who  change  defense 
spending,  tariff  policies,  and  income  tax  rates  can  all  affect  investments  neg- 
atively or  positively. 

Table  13.2  on  the  following  page  summarizes  the  degrees  of  each  kind  of  risk 
for  each  type  of  investment.  You  may  want  to  return  to  this  table,  as  well  as  to 
Table  13.1,  as  you  encounter  these  types  of  investments  in  more  depth  in  the  fol- 
lowing chapters. 

Random  and  Market  Risk  Random  risk  (also  called  unsystematic  risk)  is  the 

risk  associated  with  owning  only  one  investment  (such  as  stock  in  one  company) 
that,  by  chance,  may  do  very  poorly  in  the  future  due  to  uncontrollable  or  ran- 
dom factors,  such  as  labor  unrest,  lawsuits,  and  product  recall.  If  you  invest  in 
only  one  stock,  its  value  might  rise  or  fall;  if  you  invest  in  two  stocks,  however, 
the  odds  are  lessened  that  both  will  fall  in  price.  Such  diversification — the 
process  of  reducing  risk  by  spreading  investment  money  among  several  invest- 
ment opportunities — provides  one  effective  method  of  managing  random  risk.  It 
results  in  a  potential  rate  of  return  on  all  of  the  investments  that  is  generally 
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Table  13.2 


Types  of  Investments 

and  Degrees 

of  Risk 

Type  of  Investment 

Type  of  Risk 

Inflation 

Deflation 

Interest 
Rate 

Financial 

Market 
Volatility 

Market- 
ability 

Liquidity 

Political 

Insurance  (cash  value) 

Medium 

Low 

Low 

Low 

Low 

Low 

Low 

Low 

Insurance  annuities 

High 

Low 

Low 

Low 

Low 

Low 

Low 

Low 

Bonds  (best  quality) 

High 

Low 

High 

Low 

Medium 

Low 

Low 

Low 

Bonds  (high  quality) 

High 

Low 

High 

Medium 

Medium 

Low 

Low 

Low 

Common  stocks 

Medium 

Medium 

Medium 

Medium 

High 

Low 

Low 

High 

Mutual  funds 

Medium 

Medium 

Medium 

Medium 

High 

Low 

Low 

High 

Real  estate 

Low 

Low 

Medium 

Low 

Low 

High 

High 

High 

Precious  metals, 

Low 

Low 

Low 

High 

High 

High 

Low 

High 

options, and  commodities 

Figure  13.2 


The  Effect  of  Diversification  Results  in  a  Lower  Total  Return 


50% 

of  portfolio  earning  12% 

(50  X 

0.12) 

=    6.0% 

30% 

of  portfolio  earning  9% 

(30  X 

0.09) 

=    2.7% 

20% 

of  portfolio  earning  4.5% 

(20  X 

0.045) 

=    0.9% 

100% 

of  portfolio  earning 

=    9.6% 

lower  than  the  potential  return  on  a  single  alternative.  This  lower  return  on 
investment  represents  the  opportunity  cost  of  reducing  the  risk  of  loss. 

At  a  minimum,  an  investor  should  diversify  between  stocks  and  bonds  while 
maintaining  some  funds  in  cash  equivalents  awaiting  investment  opportunities, 
as  illustrated  in  Figure  13.2.  Note  that  the  overall  total  return  of  the  diversified 
portfolio  (9.6  percent)  shown  in  the  figure  is  less  than  the  portion  earning  the 
greatest  return  on  equities  (12  percent);  observe  also  that  the  risk  of  loss  is 
reduced. 

As  a  practical  matter,  you  will  need  to  accept  many  types  of  investment  risk 
to  achieve  your  long-term  financial  goals.  It  is  important  to  accept  investment 
risks  without  being  irrationally  frightened,  and  then  manage  the  risk. 

Research  suggests  that  you  can  eliminate  ran- 
dom risk  by  holding   15  or  more  stocks  and 

bonds,  and  that  such  risk  can  be  cut  in  half  by 

diversifying  into  as  few  as  five  stocks  and  bonds. 
If  you  were  very  confident  that  interest  rates 
would  decline  in  future  years,  for  example,  you 
might  be  wise  to  put  $10,000  into  high-yielding 
corporate  bonds  (perhaps  paying  9  percent) 
before  the  interest  rates  slipped  further.  If  you 
were  wrong  and  interest  rates  increased,  pulling 
bond  rates  upward  as  well,  the  value  of  your 
bonds  would  temporarily  decline  sharply.  The 
third  column  in  Table  13.2  shows  that  bonds 
carry  a  high  risk  related  to  interest  rates  and  that 
real  estate  is  associated  with  a  low  risk  from 
inflation  (real  estate  prices  generally  rise  during 
inflationary  times).  By  making  several  invest- 
ments (perhaps  including  bonds  and  real  estate), 
you  can  reduce  your  random  risk.  As  rational 
investors  diversify,  they  reduce  random  risk. 


Table  13.3 
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Diversification  cannot  reduce  all  risks,  however.  Some  risks  would  exist 
even  if  you  owned  all  of  the  stocks  in  a  market  because  prices  will  move  up  and 
down  over  time.  This  uncertainty  of  loss  is  called  market  risk,  also  known  as 
systematic  risk.  Market  risk  tends  to  be  caused  by  influences  and  events  that 
operate  independently  of  a  particular  investment,  such  as  economic,  social,  or 
market  conditions,  fluctuations  in  investor  preferences,  or  political  factors. 
Examples  include  inflation  and  an  aging  population.  Market  risk  has  averaged 
about  8  percent  through  the  years,  meaning  that  any  single  securities  invest- 
ment, through  no  fault  of  its  own,  might  vary  up  and  down  about  8  percent 
annually.  The  total  risk  in  an  investment  consists  of  the  sum  of  the  random 
risk  and  market  risk. 


Leverage 

Another  factor  that  can  affect  return  on  investment  is  leverage.  This  process 
involves  using  borrowed  funds  ("OPM,"  meaning  "other  people's  money")  to 
make  an  investment  with  the  goal  of  earning  a  rate  of  return  in  excess  of  the 
after-tax  costs  of  borrowing.  Investing  in  real  estate  for  its  rental  income  pro- 
vides an  illustration  of  leverage,  as  shown  in  Table  13.3.  Assume  that  a  person 
can  buy  a  small  office  building  either  by  making  a  $10,000  down  payment  and 
borrowing  $90,000  or  by  paying  $100,000  cash.  If  the  rental  income  is  $12,000 
annually  ($1000  per  month)  and  the  person  pays  income  taxes  at  a  28  percent 
rate,  it  would  be  better  to  use  credit  to  buy  the  building  because  the  yield  would 
be  18.14  percent  versus  an  8.64  percent  yield  when  paying  cash. 

Leverage  can  prove  particularly  beneficial  when  substantial  capital  gains 
occur,  as  this  strategy  sharply  boosts  the  return  on  the  investment.  Assume  that 
at  the  end  of  one  year,  the  value  of  the  building  described  above  has  appreciated 
7  percent  and  you  could  sell  it  for  $107,000  (excluding  commission  costs).  If  you 
had  purchased  the  property  for  $100,000  cash  and  then  sold  it  for  $107,000,  the 


Illustration  of  Leverage:  Buying  Real  Estate  Using  Credit 

Pay  Cash  Use  Credit 

Purchase  price  of  office  building                                       $  100,000  $  100,000 

Amount  borrowed                                                                           0  -  90,000 


Amount  invested  100,000  10,000 

Rental  income  ($  1 000  per  month)  1 2,000  1 2,000 

Minus  tax-deductible  interest 

(10.0  percent,  30-year  loan  on  $90,000)  0  -    9,480 

Net  earnings  before  taxes  12,000  2,520 

Minus  income  tax  liability  (28  percent  bracket)  -    3,360  -      706 


Rental  earnings  after  taxes  $      8,640  $     1,814 

+  100,000  -10,000 

Percentage  return  on  amount  invested  8.64  percent  1 8.1 4  percent 
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Use  Beta  to  Estimate  Risk  for  Your  Investment  Portfolio 


Beta  is  a  ratio  measure  of  an  investment's  price 
volatility — or  risk — compared  with  a  specific  market 
index,  usually  for  similar  investments.  In  stocks,  for 
example,  beta  is  a  statistically  determined  measure 
of  the  relative  risk  of  a  common  stock  compared 
with  the  market  for  all  stocks.  The  average  for  all 
stocks  in  the  market  has  arbitrarily  been  assigned  a 
beta  of  +1.0.  Betas  for  an  individual  stock  can  be 
either  positive  or  negative. 

Most  individual  stocks  have  positive  betas 
between  +0.5  and  +2.0.  A  beta  of  zero  suggests  that 
the  price  of  the  stock  is  independent  of  the  market, 
much  like  that  of  a  risk- free  U.S.  Treasury  security. 
A  beta  of  less  than  1.0  (0.0  to  0.9)  means  that  the 
stock  price  is  less  sensitive  to  the  market  because  it 
moves  in  the  same  direction  as  the  general  market, 
albeit  not  to  the  same  degree.  A  beta  of  +1.1  to  +2.0 
(or  higher)  indicates  that  the  price  of  the  security  is 
more  sensitive  to  the  market  because  its  price 
moves  in  the  same  direction  as  the  market  but  by  a 
greater  percentage.  A  stock  with  a  negative  beta  is 
considered  a  countercyclical  stock  because  it 
exhibits  price  changes  that  are  contrary  to  down- 
ward movements  in  the  business  cycle  (such  as  cig- 
arette and  utility  company  stocks);  thus,  prices  of 


such  stocks  remain  steady  or  go  up  during  an  eco 
nomic  recession. 

As  an  illustration  of  how  to  use  beta  to  estimate 
the  amount  of  risk  in  your  investment  portfolio, 
assume  that  you  are  willing  to  accept  more  risk 
than  the  general  investor  and  that  you  buy  a  stock 
with  a  beta  of  1.5.  If  the  average  price  of  all  stocks 
rises  by  20  percent  over  time,  the  price  of  the  stock 
you  chose  will  probably  rise  by  30  percent,  which  is 
the  beta  of  1.5  multiplied  by  the  increase  in  the 
market  (1.5  x  20  percent).  If  the  average  market 
drops  in  value  by  10  percent,  the  price  of  the  stock 
you  chose  might  drop  by  15  percent  (1.5  x  10  per- 
cent). Betas  for  individual  stocks,  mutual  funds, 
and  other  investments  are  available  from  brokerage 
firms,  reference  books,  advisory  services,  and 
investment  magazines.* 


*  Alpha  is  a  quantification  of  the  difference  between  an 
investment's  expected  return,  based  upon  its  beta,  and  how 
it  actually  performs  given  its  beta  risk,  or  its  expected  per- 
formance (outperforming  or  underperforming  it).  A  stock  or 
mutual  fund  with  a  positive  alpha  means  the  company  did 
better  than  expected  for  its  level  of  risk;  negative  alphas 
indicate  poor  performance.  Like  betas,  alphas  are  published 
by  a  variety  of  sources. 


- 


capital  gain  on  the  sale  would  be  7  percent  (the  $7000  return  divided  by 
$100,000  originally  invested).  If  you  had  bought  it  using  credit,  however,  the 
capital  gain  would  be  70  percent  (the  $7000  return  divided  by  the  $10,000  orig- 
inally invested,  ignoring  transaction  costs,  taxes,  and  inflation). 

Leverage  has  a  potentially  negative  side  as  well.  In  the  preceding  example,  if 
you  used  credit  to  purchase  the  property,  you  would  need  a  minimum  rental 
income  of  $9480  to  be  able  to  make  the  mortgage  loan  payments.  A  few  months 
of  vacancy  or  expensive  repairs  to  the  building  could  result  in  a  losing  situation. 
Furthermore,  a  decline  in  value  would  be  magnified  using  leverage.  You  can 
become  financially  overextended  by  using  leverage  for  investments,  a  factor  that 
you  should  not  ignore. 


Taxes 

When  comparing  similar  investments,  your  objective  should  be  to  earn  the  best 
after-tax  return — that  is,  the  net  amount  remaining  after  selling  the  investment 
and  subtracting  the  initial  cost,  selling  expenses,  and  all  income  taxes.  You 


CHAPTER   13     Investment  Fundamentals  and  Portfolio  Management 


381 


Considerations 


&  Consequences 


Investments 


The  best  kinds  of  investment  returns  often  are  those 
that  are  tax-free  because  the  investor  keeps  the 
entire  return.  When  an  investment  pays  a  higher 
taxable  return  than  a  tax-free  investment,  it  may  be 
a  better  choice.  Smart  investors  do  the  math  and 
find  out  (and  the  math  is  shown  on  page  81). 

The  next-best  return  is  tax-sheltered  because  no 
taxes  are  due  on  the  profits  until  one  or  more  years 
in  the  future.  Thus,  the  profits  can  grow  free  of 
taxes.  When  taxes  must  eventually  be  paid,  the  tax 
rates  might  be  lower.  Wise  investors  consider  making 
tax-free  and  tax-sheltered  investments  before  making 
investments  that  are  subject  to  current  income  taxes. 


should  analyze  investments  carefully  in  terms 
of  anticipated  income,  potential  capital  gains, 
and  after-tax  effects  of  total  investment 
income.  Increasing  the  after-tax  return  on 
your  investments  requires  an  understanding 
of  your  marginal  tax  rate  and  the  concept  of 
taxable  versus  tax-free  income. 

Marginal  Tax  Rate  The  marginal  tax  rate  is 

the  tax  rate  on  your  last  dollar  of  earnings.  It 
gives  you  two  pieces  of  information:  (1)  the 
amount  that  the  taxpayer  keeps  after  paying 
income  taxes,  and  (2)  the  tax  savings  benefit 
of  a  tax-deductible  expense.  Assume  that  the 
person  considering  the  real  estate  investment 
in  Table  13.3  has  a  taxable  income  of  $50,000 
and  pays  income  taxes  at  a  rate  of  28  percent. 
If  the  annual  rental  income  on  the  property 
was  increased  $1000,  the  investor  would  gain 
$720  after  paying  $280  in  income  taxes.  Alter- 
natively, if  the  investor  had  to  spend  $1400 
recarpeting  and  painting  after  a  tenant  moved  out,  that  amount  would  be  tax- 
deductible  and  would,  therefore,  reduce  the  investor's  tax  liability  by  $392 
($1400  x   0.28).  Thus,  the  government  becomes  a  partner  in  sharing  tax- 
deductible  expenses.  The  concept  of  the  marginal  tax  rate  is  discussed  in  more 
detail  in  Chapters  1  and  3. 

Taxable  versus  Tax-Free  Income  Investors  should  consider  the  after-tax  return 
of  comparable  taxable  and  tax-free  alternatives.  For  example,  Ibrahim  Sallah,  a 
member  of  a  two-income  family  in  Ames,  Iowa,  is  comparing  a  $1000  corporate 
bond  paying  a  7.6  percent  return  with  a  municipal  bond  paying  a  5.9  percent 
return.  Because  he  is  in  the  28  percent  marginal  tax  bracket,  $21  of  the  $76 
interest  earned  annually  on  the  corporate  bond  would  go  to  income  taxes 
($76  x  0.28).  Ibrahim  would  be  left  with  an  after-tax  return  of  5.5  percent  ($76  - 
$21  =  $55  -5-  $1000).  The  municipal  bond's  annual  interest  of  $59  would  be 
exempt  from  federal  income  taxes.  Ibrahim  should  choose  the  municipal  bond 
because  the  after-tax  return  is  5.9  percent  ($59  ■?  $1000),  which  is  0.4  percentage 
point  higher  than  the  corporate  bond  (5.9  percent  -  5.5  percent).  Your  decision 
to  invest  in  tax-free  opportunities  should  depend  on  the  yields  available  and 
your  marginal  tax  rate.  Equations  3.1  and  3.2  (on  page  81)  demonstrate  how  to 
determine  tax-equivalent  yields  on  any  type  of  investment.  In  addition,  Chap- 
ter 14,  "Investing  in  Stocks  and  Bonds,"  provides  details  on  tax-free  investments. 


Buying  and  Selling  Costs,  Including  Commissions 

Buying  and  selling  investments  may  result  in  a  number  of  transaction  costs,  such 
as  "fix-up  costs"  when  preparing  a  home  for  sale,  appraisals  for  collectibles,  and 
storage  costs  for  precious  metals.  The  largest  transaction  cost  in  investments, 
however,  usually  comprises  commissions.  These  fees  or  percentages  are  paid  to 
salespersons,  agents,  and  companies  for  their  services — that  is,  to  buy  or  sell  an 
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investment.  The  commission  charged  to  buy  an  investment  (one  commission) 
and  then  later  sell  it  (a  second  commission)  is  partially  based  on  the  value  of  the 
transaction.  Typical  ranges  for  commissions  are  as  follows:  stocks,  1.5-2.5  per- 
cent; bonds,  0-2.0  percent;  mutual  funds,  0-8.5  percent;  real  estate,  6.0-7.0  per- 
cent; options  and  futures  contracts,  4.0-6.0  percent;  limited  partnerships, 
10.0-15.0  percent;  and  collectibles,  15.0-30.0  percent.  You  can  increase  your 
return  by  holding  down  commission  expenses.  (Additional  details  on  commis- 
sions are  provided  in  later  chapters.) 

Inflation 

Inflation  is  an  extremely  important  factor  when  considering  an  investment 
because  it  can  significantly  impact  the  "real"  return  on  investments.  Consider 
Shirley  Robinson,  a  manufacturing  worker  from  Ruston,  Louisiana,  who  thought 
she  had  hedged  against  inflation  by  depositing  $1000  in  a  bank  account  paying 
3  percent  interest.  Her  account  earned  $30  interest  during  the  year;  unfortu- 
nately, the  inflation  rate  for  the  year  was  4  percent.  To  beat  inflation,  Shirley 
must  invest  her  money  so  that  it  earns  a  higher  return  than  the  inflation  rate. 

Most  investors  expect  inflation  to  occur.  The  only  question  is  how  quickly 
prices  will  rise  in  the  future;  over  the  long  term,  increases  have  averaged  approx- 
imately 3.0  percent  per  year.  During  periods  of  high  inflation,  the  real  value  of 
most  assets  declines,  although  the  value  of  some  rises.  Historically,  common 
stocks  and  real  estate  rise  with  inflation  over  several  years.  On  the  other  hand, 
bonds  lose  value  during  inflationary  times  because  they  are  fixed-dollar  invest- 
ments that  offer  the  return  of  a  certain  number  of  dollars — dollars  that  are  los- 
ing their  original  purchasing  power. 

Investors  who  fail  to  earn  a  return  that  exceeds  the  rate  of  inflation  lose 
money  because  of  the  effects  of  inflation  and  the  income  taxes  that  must  be  paid 
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Calculate  the  Real  Rate  of  Return 

(After  Taxes  and  Inflation)  on  Investments 


Step  1.  Identify  the  anticipated  bef ore-tax  rate  of 
return.  Perhaps  you  think  that  a  stock  will  pay  a 
rate  of  return  of  1 1  percent  in  one  year,  includ- 
ing current  income  and  capital  gain. 

Step  2.  Subtract  the  impact  of  your  marginal  tax 
rate  on  the  anticipated  rate  of  return  to  obtain 
the  net  return  after  taxes.  This  step  reveals  your 
tax-equivalciit  yield.  Assume  that  you  are  in 
the  28  percent  federal  income  tax  bracket,  so 
(1  -  0.28)  x  0.11  =  0.0792,  or  7.9  percent. 


Step  3.  Subtract  an  estimate  of  anticipated  infla- 
tion from  the  anticipated  net  return  after  taxes 
to  obtain  the  real  rate  of  return  on  investment 
(after  taxes  and  inflation).  You  estimate 
annual  inflation  of  5  percent  for  the  coming 
year;  therefore,  7.9  percent  -  5  percent  =  2.9 
percent.  Thus,  your  anticipated  rate  of  return  of 
11  percent  provides  a  real  return  of  2.9  percent 
after  taxes  and  inflation.* 


*  The  simple  subtraction  method  illustrated  here  is  quite  useful  even  though  it  slightly  overestimates  the  return.  For 
precision,  the  following  formula  provides  a  more  accurate  indicator  of  the  real  rate  of  return  after  taxes  and  inflation: 
"1  plus  the  tax-equivalent  yield"  divided  by  "1  plus  the  inflation  rate"  equals  a  quotient  from  which  "1"  is  sub- 
tracted; the  result  is  then  multiplied  by  "100."  This  calculation  results  in  a  return  of  2.78  percent. 
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on  the  gain.  The  challenge  is  to  analyze  the  risks  of  making  investments  care- 
fully so  as  to  earn  the  highest  possible  real  return  on  investment  (the  yield  after 
subtracting  the  effects  of  taxes  and  inflation). 


■1    Specify  some  strategies 
of  portfolio  management  for 
long-term  investors. 


Portfolio  Management  Strategies 
for  Long-Term  Investors 

A  long-term  investor  generally  operates  under  a  moderate  or  conservative 
investment  philosophy  and  wants  to  hold  an  investment  as  long  as  it  provides 
a  return  commensurate  with  its  risk,  usually  for  five  years  or  more.  Knowledge- 
able amateurs  can  obtain  long-term  investment  results  that  are  superior  to  those 
produced  by  most  professionals,  but  it  takes  some  discipline,  time,  and  effort  to 
achieve  this  outcome.  If  you  like  the  idea  of  getting  together  with  others  in  an 
investment  club,  contact  the  National  Association  of  Investors  Corporation 
[(800)  320-6242  or  www.naic.com]  to  find  a  club  located  nearby. 

In  addition  to  understanding  the  overall  economic  picture  (see  Chapter  1), 
long-term  investors  need  to  know  how  well  the  securities  markets  (places  where 
stocks  and  bonds  are  traded)  are  performing.  A  securities  market  in  which  prices 
have  declined  in  value  20  percent  or  more  from  previous  highs,  often  over  sev- 
eral weeks  or  months,  is  called  a  bear  market.  Since  1926  there  have  been  22 
bear  markets.  In  contrast,  a  bull  market  results  when  securities  prices  have  risen 
20  percent  or  more  over  time.  Historically,  there  have  been  23  bull  markets  with 
an  average  gain  of  110  percent.  A  bull  in  the  market  is  a  person  who  expects 
securities  prices  to  go  up;  a  bear  expects  the  general  market  to  decline.  The  ori- 
gin of  these  terms  is  unknown,  but  some  suggest  that  they  refer  to  the  ways  that 
the  animals  attack:  bears  thrust  their  claws  downward,  and  bulls  move  their 
horns  upward.  Bear  markets  last,  on  average,  about  nine  months;  bull  markets 
average  29  months  in  length. 

The  person  who  understands  the  concepts  of  rising  and  falling  markets  can 
take  advantage  of  appropriate  investment  opportunities.  Four  strategies  of  port- 
folio management  for  long-term  investors  are  business-cycle  timing,  dollar-cost 
averaging,  portfolio  diversification,  and  asset  allocation. 


Strategy:  Business-Cycle  Timing 

All  long-term  investors  must  be  able  to  withstand  some  volatility  (the  likelihood 
of  some  large  price  swings),  as  well  as  recognize  that  occasions  when  market 
prices  decline  are,  in  fact,  opportunities  to  invest  in  companies  with  promising 
futures  as  prices  are  depressed.  This  logic  fits  investors  who  follow  the  business- 
cycle  timing  approach.  The  investor  seeks  to  be  part  of  the  market  when  long- 
term  prices  are  rising  and  to  conservatively  reduce  the  likelihood  of  major  losses 
by  exiting  the  market  when  declines  appear  probable.  The  object  is  to  not  max- 
imize profits  in  a  bull  market  and  eliminate  all  losses  when  the  market  declines — 
this  is  market  timing,  and  it  is  impossible  to  predict  short-term  price  changes. 
Research  shows  that  the  direction  of  long-term  investments  accounts  for  50  to 
70  percent  of  the  gains  in  the  average  stock  or  mutual  fund. 

A  typical  business  cycle — from  boom  to  bust — lasts  five  years.  Business-cycle 
timing  requires  investing  in  securities  when  the  general  economy  is  in  a 
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recession  and  prices  have  been  declining  over  a  number  of  months  (a  bear  mar- 
ket). Although  the  perfect  time  to  buy  is  at  the  "bottom"  of  the  market,  few  peo- 
ple are  lucky  enough  to  guess  this  point  correctly.  Thus,  business-cycle  investors 
must  begin  buying  as  the  market  begins  to  rebound;  the  challenge  is  knowing 
when  it  is  safe  to  return  to  the  market.  The  investor  should  sell  securities  later, 
when  the  general  economy  is  prospering  and  a  bull  market  characterizes  the 
investments  scene.  Figure  1.1  (on  page  7)  illustrates  various  phases  of  the  busi- 
ness cycle. 

The  challenge  confronting  the  investor  is  to  have  the  courage  to  buy  during 
times  of  economic  recession  when  most  other  investors  contemplate  selling  in 
case  prices  drop  even  further.  In  fact,  six  months  into  the  next  recession  proba- 
bly will  be  an  excellent  time  to  buy  stocks  and  mutual  funds.  The  prices  of  these 
securities  typically  rebound  just  before  a  recession  ends  in  anticipation  of  better 
times  ahead. 

Many  long-term  investors  give  up  the  attempt  to  time  their  investments  in 
bull  and  bear  markets  because  it  proves  too  difficult.  To  be  successful,  you  must 
consistently  outguess  the  market.  Instead,  many  smart  investors  choose  one  or 
a  combination  of  the  other  strategies  of  long-term  investing  (dollar-cost  averag- 
ing, portfolio  diversification,  and  asset  allocation)  and — very  importantly — they 
remain  invested.  People  wishing  to  earn  the  historic  long-term  average  returns 
of  the  equities  markets  (11.4  percent)  can  do  so  only  if  they  stay  invested  in  the 
market. 


Strategy:  Dollar-Cost  Averaging 

Dollar-cost  averaging  is  a  systematic  program  of  investing  equal  sums  of  money 
at  regular  intervals  regardless  of  the  price  of  the  investment.  In  this  approach, 
the  same  fixed  dollar  amount  is  invested  in  the  same  stock  or  mutual  fund  at  reg- 
ular intervals  over  a  long  time.  As  a  result,  you  purchase  more  shares  when  the 
price  is  down  and  fewer  shares  when  the  price  is  high.  This  objective  is  one  of 
the  goals  of  business-cycle  timing.  Most  of  the  shares  are,  therefore,  accumulated 
at  below-average  costs.  This  strategy  avoids  the  risks  and  responsibilities  of 
investment  timing  because  the  stock  purchases  are  made  regularly  (probably 
every  month)  regardless  of  the  price.  It  also  ignores  all  outside  events  and  short- 
term  gyrations  of  the  market,  providing  the  investor  with  a  disciplined  buying 
strategy.  It  is  important  to  note  that  the  dollar-cost  averaging  method  assumes 
that  the  investor  has  done  basic  research  on  the  quality  of  the  investment  and 
selected  one  with  good  future  prospects.  Chapters  14  through  17  are  designed  to 
improve  your  ability  to  identify  quality  investments. 

Table  13.4  shows  the  results  of  systematic  investments  in  a  stock  under  vary- 
ing market  conditions.  (Commissions  are  excluded.)  As  an  example,  assume 
that  you  invest  $300  into  a  stock  every  three  months.  To  illustrate  dollar-cost 
averaging,  assume  that  the  funds  were  first  invested  during  the  "fluctuating 
market"  shown  in  Table  13.4.  Because  the  initial  price  is  $15  per  share,  you 
receive  20  shares  for  your  investment.  Then  the  market  drops — an  extreme  but 
easy-to-follow  example — and  the  price  falls  to  $10  per  share.  When  you  buy 
$300  worth  of  the  stock  now,  you  receive  30  shares.  Three  months  later,  the 
market  price  rebounds  to  $15  and  you  invest  another  $300,  receiving  20  shares. 
It  then  drops  and  rises  again. 
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Table  13.4 


Dollar-Cost  Averaging  for  a  Stock  or  Mutual  Fund  Investment 


Fluctuating  Market 


Declining  Market 


Rising  Market 


Regular 

Share 

Shares 

Regular 

Share 

Shares 

Regular 

Share 

Shares 

Investment 

Price 

Acquired 

Investment 

Price 

Acquired 

Investment 

Price 

Acquired 

$300 

$15 

20 

$300 

$15 

20 

$300 

$6 

50 

300 

10 

30 

300 

10 

30 

300 

10 

30 

300 

15 

20 

300 

10 

30 

300 

12 

25 

300 

10 

30 

300 

6 

50 

300 

15 

20 

300 

15 

20 

300 

5 

60 

300 

20 

15 

Total        $1500 

$65 

120 

$1500 

$46 

190 

$1500 

$63 

140 

Average 

share 
($65  + 

price:  $13.00 

5)* 

Average  share 
($46  + 

price 

5)# 

:  $9.20 

Average 

share  price 
($63  +  5)* 

$12.60 

Average  share  cost:  $1 2.50 
($1500-  120)t 

Average  share  cost:  $7.89 
($1500+  190)t 

Average  share  cost:  $10.71 
($1500+  140)t 

Sum  of  share  price  total  *  number  of  investment  periods. 
t  Total  amount  invested  *  total  shares  purchased. 


You  now  own  120  shares,  with  a  total  investment  of  $1500.  The  average 
share  price  is  a  simple  calculation  of  the  amounts  paid  for  the  investment  made 
by  dividing  the  share  price  total  by  the  number  of  investment  periods.  In  this 
example,  the  average  share  price  is  $13.00  ($65  +  5).  The  average  share  cost,  a 
more  meaningful  figure,  is  the  actual  cost  basis  of  the  investment  used  for 
income  tax  purposes.  It  is  calculated  by  dividing  the  total  amount  invested  by 
the  total  shares  purchased.  In  this  example,  it  is  $12.50  ($1500  +  120).  Based  on 
the  recent  price  of  $15  per  share,  each  of  your  120  shares  is  worth  on  average 
$2.50  ($15  -  $12.50)  more  than  you  paid  for  it.  Thus,  your  gain  is  $300  (120  x 
$2.50;  or  $15  x  120  =  $1800,  $1800  -  $1500  =  $300). 

Markets  may  also  decline  over  a  time  period.  The  "declining  market"  portion 
of  Table  13.4  (representing  a  prolonged  bear  market  of  15  months)  shows  pur- 
chases of  190  shares  for  increasingly  lower  prices  that  eventually  reach  $5  per 
share  at  the  bottom  of  the  business  cycle.  In  a  declining  market,  if  you  keep 
investing  using  dollar-cost  averaging,  you  will  purchase  a  large  volume  of  shares. 
If  you  sell  when  the  market  is  down  substantially,  you  will  not  profit.  In  this 
example,  you  have  purchased  190  shares  at  an  average  cost  of  $7.89,  and  they 
now  have  a  depressed  price  of  $5.  Selling  at  this  point  would  result  in  a  sub- 
stantial loss  of  $550  [$1500  -  (190  x  $5)].  Dollar-cost  averaging  requires  that 
you  continue  to  invest  if  the  longer-term  prospects  suggest  an  eventual  increase 
in  price. 

During  the  "rising  market"  in  Table  13.4,  you  continue  to  invest  but  buy 
fewer  shares.  The  $1500  investment  during  the  bull  market  bought  only  140 
shares  for  an  average  cost  of  $10.71.  In  this  rising  market,  you  profit  because 
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Did  You 


KNOW 


About  Direct-Investment  Plans  and  DRIP  Plans 


You  can  buy  shares  directly  from  more  than  130 
well-known  companies  without  a  broker  and  then 
continue  to  invest  without  paying  brokerage  com- 
missions. This  tactic  involves  a  direct-investment 
plan.  Not  only  is  the  broker  eliminated,  which 
saves  you  money,  but  a  direct-investment  plan  also 
allows  you  to  purchase  additional  shares  on  a  regu- 
lar basis  without  paying  brokerage  commissions. 
Companies  offering  such  a  plan  include  Ameritech, 
AT&T,  Exxon,  Home  Depot,  McDonald's,  Pepsico, 
Sears,  Tenneco,  and  Walgreen.  [For  a  list  of  compa- 
nies offering  direct  purchases,  see  the  Securities 
Transfer  Association  at  www.netstockdirect.com  or  call 
the  Direct  Stock  Purchase  Plan  Clearinghouse  at 
(800)  774-4417.] 


Buying  shares  using  a  direct-investment  plan 
automatically  enrolls  you  into  a  dividend  reinvest- 
ment plan  (DRIP).  Under  a  DRIP  plan,  quarterly 
dividends  are  automatically  reinvested  in  new 
shares  purchased  directly  from  the  company  for  lit- 
tle or  no  cost.  You  can  also  buy  additional  new 
shares  without  a  commission  or  for  a  small  fee. 
Wal-Mart  is  illustrative.  It  requires  a  minimum 
investment  of  $250  and  $50  thereafter.  The  enroll- 
ment fee  is  $20  plus  $0.10  per  share.  Most  compa- 
nies will  buy  back  shares  for  a  transaction  fee  of 
$10.  Buying  shares  regularly  through  a  DRIP  plan  is 
an  example  of  dollar-cost  averaging. 


your  140  shares  have  a  recent  market  price  of  $20  per  share,  for  a  total  value  of 
$2800  (140  x  $20). 

Almost  anyone  can  profit  in  a  rising  market.  If  you  use  dollar-cost  averag- 
ing over  the  long  term,  you  will  continue  to  buy  in  rising,  falling,  and  fluctu- 
ating markets.  The  overall  result  will  be  that  you  buy  more  shares  when  the 
cost  is  down,  thereby  lowering  the  average  share  cost  to  below-average  prices. 
The  totals  in  Table  13.4,  for  example,  reveal  an  overall  investment  of  $4500 
($1500  +  $1500  +  $1500)  used  to  purchase  450  shares  (120  +  190  +  140)  for 
an  average  cost  of  $10  per  share  ($4500  *  450).  With  the  recent  market  price  at 
$20,  you  will  realize  a  long-term  gain  of  $4500  ($20  current  market  price  x  450 
shares  =  $9000;  $9000  -  $4500  invested  =  $4500  gain).  Note  that  the  dollar- 
cost  averaging  method  would  remain  valid  if  the  time  interval  for  investing 
were  monthly,  quarterly,  or  even  semiannually;  benefits  are  derived  from  the 
regularity  of  investing. 

Dollar-cost  averaging  offers  two  advantages.  First,  it  reduces  the  average  cost 
of  shares  of  stock  purchased  over  a  relatively  long  period.  Profits  occur  when 
prices  for  an  investment  fluctuate  and  eventually  go  up.  Although  the  possibil- 
ity of  loss  is  not  eliminated,  losses  are  limited  during  times  of  declining  prices. 
The  most  important  factor  is  that  profits  accelerate  during  rising  prices.  Second, 
dollar-cost  averaging  dictates  investor  discipline.  This  strategy  of  investing  is 
not  particularly  glamorous,  but  it  is  the  only  approach  that  is  almost  guaranteed 
to  make  a  profit  for  the  investor.  It  takes  neither  brilliance  nor  luck,  just  disci- 
pline.* 


People  who  invest  through  an  individual  retirement  account  (IRA),  employee  stock  ownership  pro- 
grams, and  401  (k)  retirement  plans  (discussed  in  Chapter  18)  similarly  enjoy  the  benefits  of 
dollar-cost  averaging  when  they  invest  regularly. 
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Employee  Stock  Ownership  Programs 


Another  application  of  dollar-cost  averaging  is  an 
employee  stock  ownership  program  (ESOP). 
Many  corporations  offer  an  ESOP  as  a  fringe  benefit 
for  employees.  This  plan  permits  employees  to  buy 
shares  of  stock  in  the  company  and  gives  them  an 
extra  incentive  to  do  a  good  job,  with  the  antici- 
pated result  being  growth  of  the  corporation's  prof- 
itability and  a  higher  value  for  the  stock.  Generally 
the  purchase  price  of  the  stock  is  fixed  in  ESOPs 


and  the  amount  that  may  be  purchased  is  limited. 
In  some  cases,  the  employer  will  make  a  matching 
contribution  of  stock,  which  greatly  accelerates  the 
purchasing  efforts  of  the  individual  investor- 
employee.  For  example,  for  every  $100  of  stock  the 
employee  purchases  (perhaps  up  to  a  maximum  of 
$2000  annually),  the  company  might  donate  $50  of 
additional  stock. 


Figure  13.3 


Strategy:  Portfolio  Diversification 

Portfolio  diversification  is  the  practice  of  selecting  a  collection  of  investments 
(such  as  stocks,  bonds,  mutual  funds,  real  estate,  and  gold)  that  have  dissimilar 
risk-return  characteristics.  As  noted  earlier,  the  decreased  risk  provides  a  lower, 
but  quite  acceptable,  overall  potential  return.  Portfolio  diversification  represents 
an  effective  long-term  investment  strategy  as  it  offsets  the  riskiness  of  individual 
investments  and  evens  out  the  ups  and  downs  of  individual  investment  returns. 
Investors  in  securities  can  diversify  within  an  investment  medium  (such  as 
different  stocks  in  one  industry)  or  across  alternatives  (such  as  in  stocks,  bonds, 
and  mutual  funds).  Investors  in  bonds  can  diversify  by  type  and  quality  of  bond 
as  well  as  by  maturity.  The  extent  of  diversification  you  choose  depends  on  your 
personal  investment  philosophy  and  the  amount  you  have  to  invest.  Figure  13.3 
illustrates  some  portfolios  for  people  with  differing  investment  philosophies. 


Illustrative  Diversified  Investment  Portfolios 
Conservative 


Blue-chip 

Balanced 



Growth 

1 

Long-term 

CDs  and 

Money 

stocks 

mutual 
funds 

stocks 

bonds 

short-term  bonds 

market 
funds 

15% 

10% 

10% 

15% 

30% 

20% 

Moderate 


Aggressive- 

Mutual 

Blue-chip 

Foreign 

Long-term 

CDs  and 

Money 

growth 

funds 

stocks 

mutual 

bond  funds 

short-term 

market 

stocks 

funds 

bonds 

funds 

10% 

25% 

10% 

10% 

25% 

10% 

10% 

Aggressive 


Aggressive-growth 

Growth 

Foreign  growth 

Small-cap 

Long-term 

Money 

stocks  or  mutual  funds 

mutual 
funds 

mutual  funds 

stocks 

bonds 

market 
funds 

30% 

10% 

20% 

15% 

15% 

10% 
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Figure  13.4 


Strategy:  Asset  Allocation 

Historical  data  suggest  that  60  to  90  percent  of  the  returns  earned  by  long-term 
investors  who  do  little  trading  is  not  obtained  from  specific  investments;  rather, 
it  is  derived  from  owning  the  right  asset  categories  at  the  right  time.  The 
remaining  10  to  40  percent  of  returns  comes  from  specific  choices  and  market 
timing.  Asset  allocation  is  a  method  of  deciding  what  portion  of  the  invest- 
ment portfolio  to  allocate  to  various  categories  of  assets:  stocks,  bonds  (generi- 
cally  called  debts),  and  cash  or  cash  equivalents.  Asset  allocation  requires  that 
you  keep  your  equities,  debts,  and  cash  equivalents  at  a  fixed  ratio  for  long  time 
periods.  The  objective  is  to  increase  the  return  on  assets  while  decreasing  risk. 
In  effect,  asset  allocation  represents  a  form  of  diversification. 

The  manner  in  which  a  portfolio  is  divided  among  equities,  debts,  and  cash 
equivalents  will  vary  according  to  how  much  an  investor  is  willing  to  sacrifice  in 
potential  return  in  exchange  for  a  gain  in  overall  return.  Investors  willing  to 
accept  a  total  return  lower  than  stocks  alone  might  provide,  in  hopes  of  a  better 
return  than  cash  management  instruments  offer  (a  conservative  investment  phi- 
losophy), might  divide  their  assets  equally  between  cash  management  instru- 
ments, equities,  and  stocks.  The  apportionment  also  depends  on  the  investor's 
time  horizon.  No  two  investors  will  develop  the  same  allocations  because  age, 
income,  family  situation,  overall  financial  goals,  and  personal  tolerance  for  risk 
vary. 

Figure  13.4  illustrates  decisions  about  how  much  to  allocate  to  each  type  of 
security.  A  young  investor  might  decide  to  keep  most  of  his  or  her  funds  in  equi- 
ties (an  aggressive  approach),  because  they  perform  better  over  the  long  term 
and  younger  investors  have  more  time  to  make  up  any  major  losses.  Middle-aged 
investors  might  decide  on  more  balanced  portfolios  (a  moderate  approach), 
because  equities  can  be  volatile  over  any  given  five-year  period  and  such 
investors  may  not  want  all  of  their  money  there.  A  retired  investor  might  decide 
to  keep  only  a  small  portion  of  the  portfolio  in  equities  (a  conservative 
approach).  Once  you  decide  how  much  to  invest  in  each  allocation,  stick  with 
your  plan;  you  need  not  change  your  proportions  until  your  broad  investment 
goals  change — probably  for  at  least  another  five  or  ten  years. 


Examples  of  Investment  Portfolios  Using  Asset  Allocation 


Conservative 


INVESTMENT  PHILOSOPHY 
Moderate  Moderate 


Aggressive 


U  Bonds 


□  Ea, 


Cash  management  instruments 
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Individual  investors  usually  find  that  they  must  move  funds  once  each  year 
to  practice  effective  asset  allocation,  particularly  if  portions  get  out  of  line  by  10 
to  15  percent.  This  is  because  the  value  of  groups  of  assets  rises  and  falls  and  their 
proportion  in  the  total  portfolio  also  changes.  Thus  you  must  readjust  your  hold- 
ings to  reestablish  the  allocation  proportions  to  your  original  plan.  When  rebal- 
ancing you  will  be  selling  high  and  buying  low — the  goal  of  all  investors.  Main- 
taining the  balance  is  the  key,  because  you  cannot  predict  the  future,  but  you 
can  control  your  exposure  to  risk. 


D 


List  three  guidelines  to 
use  when  deciding  the  best 
time  to  sell  investments. 


The  Best  Time  to  Sell 

Following  the  guidelines  presented  here  will  help  you  profit  from  your  invest- 
ments because  they  improve  your  understanding  about  the  best  time  to  sell 
investments. 


Take  Your  Profits 

The  great  financier  Bernard  Baruch  was  once  asked  how  he  made  so  much 
money  in  investments.  He  replied,  "I  always  sold  too  soon!"  Baruch's  advice  is 
that  one  should  not  be  too  greedy.  Sell  when  you  have  reached  your  goal.  Don't 
be  paralyzed  into  missing  modest  and  respectable  profits  in  hopes  of  bigger 
gains.  When  you  have  earned  a  satisfactory  profit — an  amount  that  only  you  can 
determine — sell  and  take  the  real  profit  to  avoid  the  risk  of  later  drops  in  prices. 


Cut  Losses  Quickly 

When  you  have  bought  an  investment  as  a  result  of  an  error  in  judgment,  sell  it. 
Temporary  shifts  in  prices  of  10  to  25  percent  happen  frequently,  but  when  the 
momentum  slows  and  it  becomes  clear  that  an  earlier  decision  to  buy  was  incor- 
rect, don't  wait  for  a  20  percent  loss  to  develop  into  a  30  or  50  percent  loss  some 
weeks  or  months  later.  Don't  hold  on  to  a  loser.  Accept  your  error,  sell,  and  make 
a  better  investment  with  the  proceeds. 


If  You  Wouldn't  Buy  It  Now,  Sell  It 

As  you  review  your  portfolio  of  investments,  don't  think  about  the  price  you 
originally  paid  and  the  possible  income  tax  impact.  Ask  yourself,  "If  I  had  extra 
money  to  invest,  would  I  put  it  into  this  investment?"  Then  carefully  analyze 
that  alternative.  If  your  answer  is  no,  sell  the  investment,  and  don't  let  a  2  or  5 
percent  commission  stop  you. 
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1.  Investing  requires  an  understanding  of  why 
people  invest,  what  they  should  have  accom- 
plished before  beginning  to  invest,  how  to 
figure  investment  returns,  and  how  to  obtain 
the  initial  funds  for  investing. 

2.  Your  personal  tolerance  for  risk  is  a  critical 
factor  in  discovering  your  own  investment 
philosophy,  whether  it  is  conservative,  mod- 
erate, or  aggressive. 

3.  When  choosing  investments,  you  must  make 
two  key  decisions:  (a)  Do  you  want  to  lend 
your  money  or  own  an  asset?  (b)  Do  you 
want  to  invest  for  the  short  or  long  term? 
Once  you  have  answered  these  questions, 
you  can  begin  to  compare  and  choose 
among  investments. 

4.  The  major  factors  affecting  the  rate  of  return 
on  investment  include  types  of  investment 
risks,  diversification,  leverage,  taxes,  buying 
and  selling  costs,  and  inflation. 

5.  Four  long-term  investment  strategies  may  be 
followed  for  portfolio  management: 
business-cycle  timing,  dollar-cost  averaging, 
portfolio  diversification,  and  asset  allocation. 
Ultimately,  however,  the  degree  of  investor 
success  depends  upon  the  quality  of  invest- 
ments selected. 

6.  Guidelines  on  when  to  sell  an  investment 
include  "Take  your  profits,"  "Cut  losses 
quickly,"  and  "If  you  wouldn't  buy  it  now, 
sell  it." 
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Questions  for  Thought  &  Discussion 

1.  Identify  the  four  reasons  why  most  people 
are  motivated  to  invest. 

2.  Name  four  prerequisites  to  investing. 

3.  Name  five  ways  that  you  can  obtain  funds 
for  investment. 

4.  Distinguish  between  current  income  and 
capital  gain. 

5.  What  is  the  difference  between  an  ultracon- 
servative  investor  and  the  other  types  of 
investors? 

6.  Compare  and  contrast  the  three  primary 
types  of  investment  philosophies. 

7.  Describe  the  difference  between  lending 
investments  and  owning  investments,  and 
give  examples  of  each. 

8.  Why  do  more  investors  make  long-term 
investments  rather  than  short-term  ones? 

9.  What  is  interest-rate  risk? 

10.  What  is  marketability  risk? 

11.  What  is  market  risk? 

12.  Explain  how  diversification  works,  and  give 
an  example. 

13.  Identify  the  advantages  of  using  leverage  in 
the  investment  process. 

14.  Give  an  example  of  how  your  marginal  tax 
rate  affects  return  on  investment. 
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15.  Cite  an  investment  that  offers  little  protec- 
tion against  inflation  and  one  that  offers 
ample  protection  against  inflation. 

16.  How  is  the  real  return  on  an  investment  cal- 
culated, and  why  is  it  important  to  know? 

17.  Give  an  example  of  how  an  intelligent 
investor  might  use  a  business-cycle  timing 
approach  for  long-term  investing. 

18.  List  some  of  the  benefits  of  a  dividend  rein- 
vestment plan  (DRIP). 

19.  What  two  goals  does  dollar-cost  averaging 
accomplish,  and  how  does  it  work? 

20.  Explain  how  portfolio  diversification  works, 
and  give  an  example  of  how  to  use  it. 

21.  Describe  the  logic  behind  the  asset-allocation 
strategy  for  long-term  investing. 

22.  Discuss  one  guideline  that  will  help  you 
know  when  to  sell  securities. 


DECISIONMAKING  CASES 

Case  1    A  Veteran  Invests  to  Buy 
a  Condominium 

Ron  Witherspoon,  a  paraplegic  disabled  veteran  of 
the  U.S.  Navy  and  self-employed  "computer  nerd" 
from  Omaha,  Nebraska,  hopes  to  continue  his  sav- 
ings and  investment  program  for  three  more  years 
before  making  a  down  payment  on  a  condo- 
minium. The  home  that  he  wants  to  purchase  is 
currently  priced  at  $90,000. 

(a)  If  inflation  is  4  percent  for  each  of  the  next 
three  years,  how  much  will  the  condo- 
minium probably  cost?  See  Appendix  A.l  or 
use  the  Garman/Forgue  Web  site.  (See  the  sec- 
tion on  time  value  of  money  in  Chapter  1 
beginning  on  page  15.) 

(b)  If  Ron  wants  to  make  a  20  percent  down 
payment,  how  much  money  will  he  need  in 
the  future  given  the  projected  value  of  the 
condominium? 

(c)  Should  Ron  invest  his  money  during  the 
next  three  years  by  lending  or  owning? 
Why? 


Case  2    Investing  a  Gift  of  Cash 

Kay  Zick,  a  recently  married  mental  health  coun- 
selor from  Boulder,  Colorado,  is  thinking  about 
investing  a  $2000  gift  that  her  uncle  gave  her.  Per- 
haps you  can  help  Kay  with  some  questions  about 
return. 

(a)  How  much  will  Kay's  real  return  be  (after 
taxes  and  inflation)  if  she  earns  a  12  percent 
total  return  on  a  stock  investment  this  year, 
assuming  that  inflation  is  4  percent  and  she 
and  her  husband  are  in  the  28  percent  mar- 
ginal tax  bracket?  Use  the  information  on 
page  382  or  the  Garman/Forgue  Web  site. 

(b)  How  much  will  Kay's  real  return  be  if  she 
earns  a  14  percent  total  return  on  the  invest- 
ment? Use  the  information  on  page  382  or 
the  Garman/Forgue  Web  site. 

(c)  If  Kay  invests  the  money  in  a  mutual  fund 
that  earns  a  12  percent  return  for  the  next  20 
years,  how  much  will  the  account  be  worth 
at  that  time  (assume  that  no  income  taxes 
must  be  paid  and  all  dividends  are  rein- 
vested)? Use  Appendix  A.l  or  the 
Garman/Forgue  Web  site. 

(d)  How  much  will  the  account  be  worth  in  30 
years  if  it  continues  to  compound  at  12  per- 
cent? Use  Appendix  A.l  or  the 
Garman/Forgue  Web  site. 


Financial  Math  Questions 

1.  George  and  Carolyn  Clemson  have  decided 
to  establish  a  college  fund  for  their  newborn 
daughter.  They  estimate  that  they  will  need 
$100,000  in  18  years.  Assuming  that  the 
Clemsons  could  get  a  return  of  9  percent, 
how  much  would  they  need  to  invest  annu- 
ally to  reach  their  goal?  Use  Appendix  A. 3  or 
the  Garman/Forgue  Web  site. 

2.  George  Clemson's  mother  wants  to  help  pay 
for  her  grandchild's  education.  How  many 
years  will  it  take  if  she  invests  $1000  a  year, 
earning  8  percent,  to  reach  a  goal  of 
$30,000?  Use  Appendix  A.3  or  the 
Garman/Forgue  Web  site. 
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3.  If  one  year  of  college  currently  costs  $15,000, 
how  much  will  it  cost  the  Clemsons'  daugh- 
ter in  18  years,  assuming  a  5  percent  annual 
rate  of  inflation?  Use  Appendix  A.l  or  the 
Garman/Forgue  Web  site. 

4.  Louis  and  Charles,  who  are  twins,  took  dif- 
ferent approaches  to  investing.  Louis  saved 
$2000  per  year  for  ten  years  starting  at  age 
22  and  never  added  any  more  money  to  the 
account.  Charles  saved  $2000  per  year  for  20 
years  starting  at  age  35.  Assuming  that  the 
brothers  earned  a  10  percent  return,  who 
had  accumulated  the  most  by  the  time  they 
were  age  65?  Use  Appendix  A. 3,  Appendix 
A.l,  or  the  Garman/Forgue  Web  site. 

5.  Martha  Robinson  has  a  choice  of  two  invest- 
ments. She  can  buy  a  $1000  tax-free  munici- 
pal bond  that  pays  4.3  percent  interest  or  a 
$1000  taxable  corporate  bond  that  pays  6.3 
percent  interest.  Both  bonds  will  mature  in 
five  years.  If  Martha  is  in  the  28  percent  tax 
bracket,  which  bond  should  she  choose? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez  Try 
to  Catch  Up  on  Their  Investments 

The  expenses  of  sending  two  children  through 
college  prevented  Victor  and  Maria  Hernandez 
from  adding  substantially  to  their  investment  pro- 
gram. Now  that  their  younger  son  John  has  com- 
pleted school  and  is  working  full-time,  however, 
they  would  like  to  build  up  their  investments 
quickly.  Victor  is  47  years  old  and  wants  to  retire 
early,  perhaps  by  age  60.  In  addition  to  the  retire- 
ment program  at  his  place  of  employment,  Victor 
believes  that  their  present  investment  portfolio 
valued  at  $70,000  will  need  to  triple  to  $210,000 
by  retirement  time. 

1.  What  rate  of  return  is  needed  on  the  $70,000 
portfolio  to  reach  the  goal  of  $210,000?  Use 
the  Garman/Forgue  Web  site. 

2.  Victor  and  Maria  think  they  will  need  a  total 
of  $400,000  for  a  retirement  nest  egg.  There- 
fore, they  will  need  to  create  an  additional 
sum  of  $190,000  through  new  investments. 


Assuming  an  annual  return  of  10  percent, 
how  much  do  the  Hernandezes  need  to 
invest  each  year  to  reach  the  goal  of 
$190,000?  Use  Appendix  A.3  or  visit  the 
Garman/Forgue  Web  site. 

3.   If  they  assume  only  an  8  percent  annual 
return,  how  much  do  the  Hernandezes  need 
to  invest  each  year  to  reach  the  goal  of 
$190,000?  Use  the  Garman/Forgue  Web  site. 

The  Johnsons  Start 
an  Investment  Program 

Harry  and  Belinda's  finances  have  improved  in 
recent  months,  even  though  they  have  incurred 
new  debts  for  an  automobile  loan  and  a  condo- 
minium. The  improvement  has  occurred  because 
they  cut  back  in  their  spending  on  discretionary 
items  (clothing,  food,  and  entertainment)  and 
because  Harry  recently  received  a  sizable  raise  after 
changing  employers.  His  new  job  is  that  of  assis- 
tant designer  at  Medical  Facilities,  Inc.,  and  it  pays 
$6000  more  than  his  other  job.  The  new  job  is  also 
a  mile  closer  to  home,  reducing  Harry's  commut- 
ing time. 

The  Johnsons  have  decided  to  concentrate  on  get- 
ting a  solid  investment  program  under  way  while 
they  have  two  incomes  available.  They  are  willing 
to  accept  a  moderate  amount  of  risk  and  expect  to 
invest  between  $200  and  $400  per  month  over  the 
next  five  years.  Assuming  that  they  have  an  ade- 
quate savings  program,  respond  to  the  following 
questions: 

1.  In  what  types  of  investments  (choose  only 
two)  might  the  Johnsons  place  the  first 
$2000?  (Review  Tables  13.1  and  13.2  for 
ideas  and  available  options,  and  consider  the 
types  of  investment  risks  inherent  in  each 
choice.)  Give  reasons  for  your  selections. 

2.  In  what  types  of  investments  might  they 
place  the  next  $4000?  Why? 

3.  What  types  of  investments  should  they 
choose  for  the  next  $10,000?  Why? 

4.  If  inflation  is  4  percent,  what  would  their 
earnings  for  the  year  be  if  they  earn  15  per- 
cent on  a  $400  monthly  investment? 
Calculate  the  projected  earnings  using  the 
Garman/Forgue  Web  site. 


CHAPTER   13     Investment  Fundamentals  and  Portfolio  Management 


393 


^ 


Exploring  the  World  Wi 
Web  of  Personal  Financ 


■ 


i£: 


To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.  hmco.com/college/bus  mess/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  for  the  National  Associa- 
tion of  Investors  (click  on  Frequently  Asked 
Questions)  for  an  overview  of  the  corpora- 
tion's investment  principles.  Also,  ask  several 
people  for  their  personal  guidelines  on  how 
they  would  select  investments.  Compare  the 
results  from  your  discussions  with  the  princi- 
ples found  on  the  Web  and  with  what  you 
have  read  in  this  chapter. 

2.  Visit  the  Web  site  for  the  Alliance  for 
Investor  Education  and  take  its  risk  quiz. 
What  do  the  results  of  the  quiz  tell  you 
about  your  tolerance  for  risk?  Also,  survey  a 
number  of  people  to  ascertain  their  invest- 
ment philosophy — conservative,  moderate, 
or  aggressive.  Probe  further  by  asking  them 
questions  similar  to  those  found  on  the  risk 
quiz.  Are  their  perceptions  of  their  risk  toler- 
ance congruent  with  the  results  they  might 
find  from  taking  the  risk  quiz?  Check  the 
core  investing  principles  cited  by  the 
Alliance  for  Investor  Education.  Compare 
them  with  what  you  found  on  the  National 
Association  of  Investors  Web  site  in 
Exercise  1. 

3.  Visit  the  Web  site  for  the  Vanguard  family  of 
mutual  funds.  Read  the  Plain  Talk  chapter  on 
reasonable  stock  market  expectations  and 
answer  the  following  questions: 


(a)  What  likely  rate  of  return  should  you 
expect  as  an  investor  with  a  moderate 
risk  philosophy? 

(b)  What  types  of  investments  are  recom- 
mended for  persons  with  such  a 
philosophy? 

4.  Visit  the  Web  site  for  the  Vanguard  family  of 
mutual  funds.  Read  the  Plain  Talk  chapter  on 
dollar-cost  averaging  and  answer  the  follow- 
ing questions: 

(a)  What  are  the  principal  benefits  of  using 
the  dollar-cost  averaging  approach? 

(b)  What  investment  philosophy(s)  are  most 
congruent  with  dollar-cost  averaging? 

5.  Visit  the  Web  site  for  Bank  of  America  for  an 
overview  of  its  recommendations  for  asset 
allocation  mixes  for  specific  investment 
goals.  Compare  three  of  the  strategies  and 
speculate  on  why  the  particular  mix  of 
stocks,  bonds,  and  cash  was  recommended 
for  each. 

6.  Visit  the  Web  site  for  the  Wall  Street  Journal. 
Determine  today's  closing  stock  price  for  one 
of  the  following  companies  for  each  of  the 
past  ten  years  [Coca-Cola  (KO),  IBM  (IBM), 
General  Electric  (GE),  or  General  Motors 
(GM)].  Assume  that  you  had  invested 
$10,000  at  the  end  of  each  year  using  dollar- 
cost  averaging  to  purchase  shares  of  the  par- 
ticular company  you  chose.  Calculate  the 
following: 

(a)  how  many  shares  you  would  have 
purchased 

(b)  the  average  share  price 

(c)  the  average  share  cost 

(d)  the  total  value  of  those  shares  today  (you 
will  also  have  to  look  up  the  stock's  cur- 
rent market  price) 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


Li    Describe  stocks  and 
bonds  and  how  they  are 
used  by  corporations  and 
investors. 


A    Define  everyday  terms 
in  the  language  of  stock 
investing. 


J    Classify  stocks  according 
to  their  basic  descriptive 
categories. 


U    Describe  the  major 
characteristics  of  bonds. 


■J    Differentiate  among  the 
three  general  types  of  bonds. 


0 


Describe  what  the 
investor  should  consider 
before  investing  in  bonds, 
particularly  the  current  yield 
and  yield  to  maturity. 


M  List  the  advantages  and 
disadvantages  of  investing 
in  bonds. 


If  you  keep  all  of  your  extra  money  in  ultraconservative  cash  equivalents,  such 
as  certificates  of  deposit,  you  likely  will  be  frustrated  by  the  low  returns,  which 
will  be  barely  adequate  to  cover  inflation.  To  do  better,  you  must  begin  to 
think  about  increasing  risk  to  increase  the  potential  yield.  When  you  learn  about 
investments  and  choose  stock,  bond,  and  mutual  fund  investments  carefully, 
you  can  increase  returns  significantly  while  simultaneously  increasing  risk  only 
slightly.  These  investments  belong  in  almost  everyone's  investment  portfolio 
because  they  provide  opportunities  for  conservative,  moderate,  and  aggressive 
investors  alike.  This  chapter  focuses  on  stocks  and  bonds,  while  Chapter  15 
examines  mutual  funds. 

We  begin  by  describing  stocks  and  bonds  and  how  investors  use  them.  We 
then  illustrate  how  a  corporation  uses  stocks  and  bonds  to  finance  its  objectives. 
This  discussion  is  followed  by  a  review  of  important  investment  terms.  Next,  we 
describe  the  basic  classifications  of  stocks  (such  as  growth  stocks)  as  well  as  three 
approaches  people  use  when  investing.  A  section  on  the  advantages  and  disad- 


394 


CHAPTER   14    Investing  in  Stocks  and  Bonds 


395 


vantages  of  common  stocks  is  provided  to  help  you  discover  whether  they  are 
right  for  you,  followed  by  some  guidelines  for  selling  stock.  The  chapter  then 
turns  to  important  terminology  used  in  bond  investing.  After  describing  the 
three  major  types  of  bonds,  we  detail  the  advantages  and  disadvantages  of  own- 
ing bonds  and  discuss  key  factors  that  the  investor  should  consider  before  invest- 
ing in  bonds. 


II    Describe  stocks  and 
bonds  and  how  they  are 
used  by  corporations  and 
investors. 


Stocks  and  Bonds  and  How  They  Are  Used 

The  corporate  form  of  business  ownership  is  popular  in  the  United  States  partly 
because  of  its  potential  to  raise  large  sums  of  money  that  can  then  be  used  to 
expand  the  business.  A  corporation  is  a  state-chartered  legal  entity  that  can  con- 
duct business  operations  in  its  own  name.  The  ability  of  a  corporation  to  sell 
shares  of  ownership  to  investors  offers  a  company  the  potential  to  develop  into 
a  firm  of  considerable  size.  A  corporation  may  have  a  large  number  of  investors 
and  can  continue  to  exist  even  as  the  shares  change  hands. 

A  corporation's  financial  needs  may  vary  over  time.  To  begin  business,  a  new 
corporation  needs  money  for  startup  capital  (funds  initially  invested  in  a  busi- 
ness enterprise).  During  its  life,  a  corporation  may  need  additional  money  to 
grow.  To  raise  capital  and  finance  its  goals,  a  corporation  may  issue  three  differ- 
ent types  of  securities  (negotiable  instruments  of  ownership  or  debt):  common 
stock,  preferred  stock,  and  bonds. 


Common  Stock 

Stocks  are  shares  of  ownership  in  the  assets  and  earnings  of  a  business  corpora- 
tion. Common  stock  is  the  most  basic  form  of  ownership  of  a  corporation.  The 
owner  of  stock — called  a  shareholder  or  stockholder — has  a  claim  on  the  assets 
and  earnings  of  the  firm.  Common  stockholders  have  a  residual  claim  after  any 
claims  made  by  bondholders  and  preferred  stockholders  (discussed  below).  A 

corporation  may  have  a  single  owner/share- 
holder or  have  millions  of  shares  that  are 
owned  by  numerous  owners/shareholders. 
Each  shareholder  has  a  proportionate  interest 
in  the  ownership  and,  therefore,  in  the  assets 
and  income  of  the  corporation. 

Each  common  stockholder  may  vote  to 
elect  the  board  of  directors,  which  sets  policy 
and  names  the  principal  officers  of  the  com- 
pany that  run  the  day-to-day  operations  of 
the  firm.  The  number  of  votes  each  share- 
holder has  depends  on  the  number  of  shares 
he  or  she  owns.  If  the  corporation  becomes 
bankrupt,  the  common  stockholder's  equity 
consists  of  the  amount  left  after  the  claims 
of  all  creditors  are  satisfied.  This  risk  of  loss 
is   balanced   by  the   potential   to   share   in 


Some  Common 
Stock  Shareholders 
Receive  Perks 


mn 


Many  companies  send  new  shareholders  samples  of 
their  products  or  give  all  shareholders  special  prices 
on  products  and  services.  For  example,  Tandy  Cor- 
poration give  its  shareholders  a  10  percent  discount 
on  purchases  at  its  Radio  Shack  stores.  Wrigley,  the 
chewing  gum  company,  sends  shareholders  20 
packs  of  gum  every  year.  Check  with  a  stockbroker 
to  research  the  perks  offered  by  other  companies. 
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substantial  profits  when  the  corporation  performs  well.  A  shareholder's  liability 
for  business  losses  is  limited  to  the  amount  invested  in  the  shares  of  stock  owned. 
Stocks  represent  potential  income  for  investors  because  stockholders  own  a 
piece  of  the  future  profits  of  the  company.  People  who  own  stocks  typically  have 
two  expectations:  (1)  that  the  corporation  will  be  profitable  enough  to  pay  div- 
idends (a  share  of  profits  distributed  in  cash),  and  (2)  that  the  market  price  of 
the  stock,  which  is  the  current  price  that  a  buyer  is  willing  to  pay  a  willing  seller, 
will  increase. 


Preferred  Stock 

Preferred  stock  is  a  type  of  fixed-income  ownership  security  in  a  corporation. 
Owners  of  preferred  stock  receive  a  fixed  dividend  per  share  that  the  corporation 
must  distribute  before  any  dividends  are  paid  out  to  common  stockholders.  Pre- 
ferred stockholders  typically  have  no  voting  privileges,  and  they  usually  do  not 
share  in  any  extraordinary  profits  made  by  a  corporation. 

The  market  price  of  shares  of  preferred  stock  is  primarily  based  on  prevailing 
interest  rates.  When  interest  rates  rise,  the  market  price  of  a  preferred  stock  will 
drop  so  that  the  real  yield  remains  competitive  with  similar-risk  investments.  For 
example,  a  preferred  stock  that  costs  $100  and  pays  an  annual  cash  dividend  of 
$6  would,  therefore,  provide  a  6  percent  return.  If  returns  on  other  investments 
of  similar  risk  later  climbed  to  8  percent,  the  market  price  that  others  would  be 
willing  to  pay  for  your  preferred  stock  would  drop  to  reflect  the  differences  in 
return.  After  all,  who  would  pay  $100  for  a  preferred  stock  with  a  dividend  of  $6 
when  they  could  put  their  money  into  a  similar  investment  (such  as  a  corporate 
bond)  and  receive  $8?  With  a  cash  dividend  of  only  $6,  the  market  price  of  the 
preferred  stock  would  have  to  drop  to  approximately  $75  to  increase  the  yield  to 
approximately  8  percent  ($6  -J-  0.08  =  $75). 

Sometimes  a  corporation  decides  not  to  pay  dividends  to  preferred  stock- 
holders because  it  lacks  profits  or  simply  wishes  to  retain  and  reinvest  all  of  the 
earnings.  With  cumulative  preferred  stock,  when  the  board  of  directors  votes 
to  skip  (pass)  making  a  cash  dividend  to  preferred  stockholders,  the  dividend 
must  be  paid  to  these  stockholders  before  any  future  dividends  are  distributed  to 
the  common  stockholders.  For  example,  assume  that  a  company  passes  on  the 
first  two  quarterly  dividends  of  $2.25  each  to  preferred  stockholders,  who  expect 
to  receive  $9  each  year  ($2.25  x  4  quarters).  If  the  company  prospers  and  wants 
to  give  a  cash  dividend  to  its  common  stockholders  in  the  third  quarter,  it  must 
first  pay  the  passed  $4.50  to  the  cumulative  preferred  stockholders.  Furthermore, 
the  usual  third-quarter  cash  dividend  of  $2.25  must  be  made  to  the  preferred 
stockholders  before  the  common  stockholders  can  receive  any  dividends.  In  the 
case  of  noncumulative  preferred  stock,  the  preferred  stockholders  would  have 
no  claim  to  previously  skipped  dividends. 


Bonds 

Fixed-asset  investments  require  a  specific  amount  of  money  to  be  invested  for 
a  certain  amount  of  time.  Examples  of  fixed-asset  investments  include  certifi- 
cates of  deposit  (discussed  in  Chapter  5),  government  bonds,  corporate  bonds, 
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and  annuities  (annuities  are  examined  in  Chapter  18).  A  bond  is  an  interest- 
bearing  negotiable  certificate  of  long-term  debt  issued  by  a  corporation,  munic- 
ipality (such  as  a  city  or  state),  or  the  U.S.  federal  government.  When  an  investor 
buys  a  bond,  he  or  she  essentially  lends  money  to  the  issuer.  Bonds  are  basically 
IOUs.  The  initial  purchaser  of  the  bond  lends  the  issuer  a  certain  amount  of 
money — the  principal — and,  in  return,  the  issuer  makes  two  promises:  (1)  to  pay 
interest  over  the  life  of  the  bond,  and  (2)  at  some  point  in  the  future — the  matu- 
rity date — to  repay  the  investor's  principal.  The  proceeds  from  bonds  are  often 
used  by  corporations  and  governments  to  finance  expensive  construction  pro- 
jects and  to  purchase  costly  equipment.  Once  bonds  are  initially  issued,  they  can 
be  bought  and  sold  many  times  by  investors. 

Investment-grade  fixed-asset  investments  offer  a  reasonable  certainty  of  reg- 
ularly receiving  the  periodic  income  (interest)  and  retrieving  the  amount  origi- 
nally invested.  For  taking  this  relatively  small  financial  risk,  one  typically  earns 
an  appropriately  low  return,  particularly  when  compared  with  the  higher  total 
returns  earned  on  most  investments  in  common  stocks  and  mutual  funds.  You 
should  consider  investing  in  bonds  if  you  have  a  conservative  or  moderate 
investment  philosophy  and  desire  a  steady  source  of  income  from  part  of  your 
investment  portfolio.  Good-quality  bonds  also  represent  attractive  investments 
because  those  held  to  maturity  carry  little  financial  risk  relative  to  investments 
in  common  stocks  or  real  estate.  The  total  annual  after-tax  return  on  bonds  is 
historically  about  one-half  that  of  stocks. 

An  Illustration:  Running  Paws  Catfood  Company 

To  better  understand  how  a  corporation  finances  its  goals  by  issuing  common 
and  preferred  stock  while  paying  returns  for  stockholders,  consider  the  example 
of  Running  Paws  Catfood  Company.  This  small  family  business  was  started  in 
New  Jersey  by  Linda  Webtek,  who  developed  a  wonderful  recipe  for  cat  food  and 
sold  the  product  to  the  local  grocery  store.  As  sales  increased,  Linda  decided  to 
incorporate  the  business  and  expand  its  operations.  Running  Paws  issued  10,000 
shares  of  common  stock  at  $10  per  share.  Three  friends  each  bought  2500  shares, 
and  Linda  signed  over  the  cat  food  formula  and  equipment  to  the  corporation 
itself  in  exchange  for  the  remaining  2500  shares.  At  that  point,  Running  Paws 
had  $75,000  in  working  capital  (7500  shares  sold  at  $10  each),  some  equipment, 
and  a  four-person  board  of  directors.  Each  of  the  directors  worked  for  the  firm, 
although  they  paid  themselves  very  low  salaries. 

The  revenues  of  a  corporation  like  Running  Paws  are  used  to  pay 
(1)  expenses,  (2)  interest  to  bondholders,  (3)  taxes,  (4)  cash  dividends  to  pre- 
ferred stockholders,  and  (5)  cash  dividends  to  common  stockholders,  in  that 
order.  If  there  is  money  left  over  after  items  1  and  2  are  paid,  the  corporation  has 
earned  a  profit,  and  after  item  3  is  paid,  a  net  (after-tax)  profit.  The  average  cor- 
poration pays  out  40  to  60  percent  of  its  after-tax  profit  in  cash  dividends  to 
stockholders.  The  remainder,  called  retained  earnings,  is  left  to  accumulate  and 
finance  the  company's  goals — often  expansion  and  growth.  In  its  early  years, 
Running  Paws  retained  all  of  its  profits  and  declared  no  dividends. 

Common  stockholders,  like  the  stockholders  of  Running  Paws  Catfood 
Company,  are  not  guaranteed  dividends,  although  most  profitable  companies 
pay  common  stockholders  a  small  dividend  on  a  quarterly  basis  until  increased 
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earnings  justify  paying  out  a  higher  amount.  Given  that  Running  Paws  retained 
all  its  earnings,  you  may  wonder  why  people  invest  in  stocks.  There  are  two  rea- 
sons. First,  as  a  company  becomes  more  efficient  and  profitable,  cash  dividends 
to  common  stockholders  may  not  only  begin  but  also  rise — sometimes  sharply. 
Second,  the  market  price  of  the  stock  may  rise  as  more  investors  become  inter- 
ested in  the  future  profitability  of  a  growing  company.  Common  stock  com- 
prises a  share  of  ownership;  as  the  company  grows,  the  price  of  its  common 
stock  follows  suit  unless  additional  shares  are  sold  even  faster  than  the  corpo- 
ration grows.  Remember,  the  retained  earnings  are  owned  by  the  common 
stockholders. 

At  Running  Paws  Catfood  Company,  capacity  quickly  expanded,  with  ensu- 
ing increases  in  sales.  Soon  more  orders  were  coming  in  from  New  York  City 
than  the  firm  could  handle.  After  three  years,  the  owners  of  Running  Paws 
decided  to  expand  once  again.  They  wanted  to  borrow  an  additional  $100,000, 
but  their  business  was  so  new  and  uncertain  that  lenders  demanded  an 
extremely  high  interest  rate.  They  considered  issuing  bonds  as  debts  of  the  cor- 
poration, but  found  that  their  new  business  was  viewed  as  too  risky  for  investors 
to  consider  lending  money  to  it  by  purchasing  bonds.  The  owners  then  decide^ 
to  issue  5000  shares  of  preferred  stock  at  $20  per  share,  paying  a  cash  dividend 
of  $1.20  per  share  annually.  Cash  dividends  to  preferred  stockholders  are  a  set 
amount  per  share  and  often  remain  the  same  each  year,  whether  profits  are  good 
or  bad.  When  the  owners  of  Running  Paws  found  that  no  one  wanted  to  buy  pre- 
ferred shares  with  that  yield  ($1.20  ■*■  $20  =  6  percent),  they  voted  to  increase 
the  dividend  to  $1.80  annually,  providing  a  9  percent  yield  to  investors.  The  pre- 
ferred stock  was  then  sold  to  outside  investors;  the  original  investors  retained 
control  of  the  company  through  their  common  stock  because  the  preferred 
stockholders  could  not  vote  for  the  board  of  directors. 

Following  its  pattern  of  expanding  into  new  markets,  Running  Paws  soon 
developed  new  lines  of  cat  food,  which  sold  well.  With  the  proceeds  from  the 
sale  of  preferred  stock,  and  after  a  new  plant  in  Los  Angeles  opened,  the  income 
of  the  four-year-old  business  finally  exceeded  expenses,  and  it  had  a  profit  of 
$13,000.  The  board  of  directors  declared  a  dividend  of  $9000  to  preferred  stock- 
holders, but  no  dividend  for  common  stockholders.  In  the  following  year,  net 
profits  after  taxes  amounted  to  $28,000.  Again  the  board  paid  a  $9000  dividend 
to  the  preferred  stockholders  but  retained  the  remainder  of  the  profits  to  finance 
continued  expansion  and  improved  efficiency. 

One  of  the  original  partners  wanted  to  exit  the  business  and  needed  to  sell 
her  2500  shares  of  stock,  for  which  she  had  originally  paid  $25,000.  Because 
Running  Paws  was  beginning  to  show  some  profits,  two  other  private  investors 
recommended  by  a  local  stockbroker  made  offers  to  purchase  her  shares.  The 
shares  were  sold  at  $16  per  share,  with  1500  shares  going  to  one  investor  and 
1000  shares  to  another  investor.  Thus,  this  original  investor  gained  $15,000  in 
price  appreciation  ($16  x  2500  =  $40,000;  $40,000  -  $25,000  =  $15,000)  when 
she  sold  out.  (Note  that  the  corporation  did  not  profit  from  this  transaction.) 
Now  five  owners  of  the  common  stock,  including  the  two  new  ones,  voted  for 
the  board  of  directors;  each  share  has  one  vote. 

During  the  sixth  year,  sales  again  increased  and  earnings  totaled  $39,000. 
This  time  the  board  voted  $9000  for  the  preferred  stockholders  and  $5000  ($0.50 
per  share)  for  the  common  stockholders  and  retained  the  remaining  $25,000. 
Thus,  the  common  stockholders  finally  began  to  receive  cash  dividends. 
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Even  with  its  success,  Running  Paws  faced  another  difficult  decision.  To  dis- 
tribute its  products  nationally  would  mean  another  $200,000  to  $250,000  in 
expansion  costs.  After  much  discussion,  the  board  voted  to  sell  an  additional 
10,000  shares  of  common  stock  at  $25  per  share.  This  action  diluted  the  owners' 
proportion  of  ownership  by  half  (although  they  could  buy  some  of  the  shares 
themselves  to  maintain  their  proportionate  interest),  but  the  potential  for  profit 
was  considered  to  be  much  higher  with  the  increased  production  capacity. 

It  took  several  months  to  sell  all  of  the  new  common  stock,  because  so  few 
people  knew  that  the  company  had  stock  available  for  sale.  Various  local  stock- 
brokers also  took  selling  commissions  totaling  $16,000,  leaving  $234,000  avail- 
able for  the  company  to  use  for  expansion.  If  Running  Paws  continues  to 
prosper,  its  board  of  directors  might  work  toward  having  its  stock  listed  on  a 
regional  stock  exchange  (see  Chapter  16)  to  facilitate  trading  of  shares  and  to 
further  enhance  the  company's  image. 


The  Language  of  Stock  Investing 

EJ    Define  everyday  terms 
in  the  language  of  stock 
investing. 

Before  you  seriously  consider  stocks  as  an  investment,  you  need  to  understand 
the  everyday  terms  used  in  the  language  of  stock  investing. 

Earnings  per  Share  (EPS) 

Earnings  per  share  (EPS)  indicates  the  income  a  company  has  available,  on  a 
per-share  basis,  to  pay  dividends  and  reinvest  as  retained  earnings.  The  EPS  value 
is  a  dollar  figure  determined  by  dividing  the  corporation's  total  after-tax  annual 
earnings  (before  common  stock  cash  dividends  are  distributed  but  after  payment 
of  dividends  to  preferred  stockholders)  by  the  total  number  of  shares  of  common 
stock  held  by  investors.  It  provides  a  measure  of  the  firm's  profitability  on  a  com- 
mon stock  per-share  basis,  which  investors  can  then  use  to  compare  financial 
conditions  at  several  companies.  The  EPS  is  reported  in  the  business  section  of 
many  newspapers.  In  our  example,  assume  that,  next  year  after  payment  of  div- 
idends to  preferred  stockholders,  Running  Paws  Catfood  Company  had  a  net 
profit  of  $43,000  and  paid  $11,000  in  dividends  to  preferred  stockholders.  With 
20,000  shares  of  stock,  the  EPS  would  be  $2.15  ($43,000  -  20,000). 


Price/Earnings  Ratio  (P/E  Ratio) 

The  price/earnings  ratio  (P/E  ratio  or  P/E  multiple)  is  the  most  widely  used 
measure  of  a  stock's  relative  price.  A  ratio  of  the  current  market  price  of  a  com- 
mon stock  to  its  earnings  per  share  (EPS),  it  indicates  how  many  times  a  stock's 
selling  price  is  greater  than  its  earnings  per  share.  The  P/E  ratio  shows  how  the 
market  values  the  stock  because  it  describes  the  amount  that  investors  are  will- 
ing to  pay  for  each  dollar  of  a  company's  earnings  [either  actual  earnings  for  the 
previous  12  months,  called  trailing  earnings,  or  earnings  projected  by  analysts 
(forward  earnings)  for  the  coming  12  months].  Furthermore,  the  ratio  measures 
investor  confidence  in  a  stock's  future  over  the  next  five  years  or  so.  For  exam- 
ple, if  the  market  price  of  a  share  of  Running  Paws  stock  is  currently  $25  and  its 
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EPS  is  $1.70,  the  P/E  ratio  will  be  15  ($25  +  $1.70  =  14.7,  which  rounds  to  15). 
This  value  also  could  be  called  a  15-to-l  ratio  or  a  P/E  multiple  of  15.  The 
price/earnings  ratios  of  many  corporations  are  widely  reported  as  financial  news 
(e.g.,  in  newspapers).  In  general,  low  P/E  stocks  tend  to  have  higher  dividend 
yields,  less  risk,  lower  prices,  and  a  slower  earnings  growth  rate. 

To  use  a  P/E  ratio  to  assess  a  company's  financial  status,  compare  it  with 
other  P/E  ratios  for  firms  in  the  same  industry.  The  P/E  ratios  for  most  corpora- 
tions typically  range  from  5  to  25.  Financially  successful  companies  that  have 
been  paying  good  dividends  through  the  years  might  have  a  P/E  ratio  of  7  to  10. 
Rapidly  growing  companies  would  most  likely  have  a  much  higher  P/E  ratio — 15 
to  25.  Speculative  companies  might  have  P/E  ratios  of  40  or  50,  because  they 
have  low  earnings  now  but  anticipate  much  higher  earnings  in  the  future.  Firms 
that  are  expected  to  have  strong  earnings  growth  generally  have  a  high  stock 
price  and  P/E  ratio.  A  relatively  low  P/E  means  that  investors  expect  sluggish 
growth  or  perhaps  an  uncertain  future. 

Cash  Dividends  per  Share 

Cash  dividends  are  distributions  made  in  cash  to  holders  of  stock.  The  firm's 
board  of  directors  usually  declares  a  dividend  on  a  quarterly  basis  according  to 
the  fiscal  year,  typically  at  the  end  of  March,  June,  September,  and  December. 
Dividends  are  ordinarily  paid  out  of  current  earnings,  but,  in  the  event  of 
unprofitable  times  (Le  a  recession  or  low  earnings),  the  money  might  come 
from  previous  earnings.  Occasionally,  a  company  will  borrow  to  pay  the  divi- 
dend so  as  to  maintain  its  reputation  of  consistently  paying  dividends.  Of 
course,  later  profits  must  be  used  to  repay  any  funds  borrowed. 

The  dividends  per  share  measure  translates  the  total  cash  dividends  paid  out 
by  a  company  to  common  stockholders  into  a  per-share  figure.  For  example, 
Running  Paws  Catfood  Company  might  elect  to  declare  a  total  cash  dividend  of 
$8000  for  the  year  to  common  stockholders.  In  this  case,  cash  dividends  per 
share  amount  to  $0.40  ($8000  -  20,000  shares). 

The  dividend  yield — the  cash  dividend  return  to  an  investor  expressed  as  a 
percentage  of  the  price  of  a  security — also  can  be  determined.  For  example,  the 
$0.40  cash  dividend  of  Running  Paws  Catfood  Company  divided  by  the  current 
$25  market  price  reveals  a  dividend  yield  of  1.6  percent  ($0.40  -s-  $25).  Growth 
and  speculative  companies  typically  pay  little  or  no  cash  dividend. 

Dividend  Payout  Ratio 

The  dividend  payout  ratio  measures  the  percentage  of  total  earnings  paid  out 
to  stockholders  as  cash  dividends.  For  example,  Running  Paws  Catfood  Com- 
pany earned  $32,000  (after  paying  preferred  stockholders),  paid  out  a  cash  divi- 
dend of  $8000  to  company  stockholders,  and  retained  the  remaining  $24,000  to 
facilitate  growth  of  the  company.  Thus,  the  dividend  payout  ratio  equals  0.25 
($8000  *  $32,000).  For  that  year,  Running  Paws  paid  a  dividend  equal  to  25  per- 
cent of  earnings.  Newer  companies  usually  retain  most,  if  not  all,  of  their  prof- 
its to  facilitate  growth.  An  investor  interested  in  growth  would  seek  a  company 
with  a  low  payout  ratio.  The  lower  the  payout  ratio,  the  greater  the  odds  that  the 
company's  earnings  will  sustain  future  dividend  payments. 
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The  market  price  of  an  investment  is  the  amount  that  a  willing  buyer  would 
currently  pay  a  willing  seller  for  the  asset.  Sales  commissions  are  not  included  in 
this  value.  In  stock  transactions,  the  market  price  represents  the  current  price  of 
a  single  share  of  stock.  It  may  be  estimated  by  looking  at  prices  quoted  in  finan- 
cial newspapers,  as  described  in  Chapter  16,  "Buying  and  Selling  Securities."  True 
market  price  is  the  amount  you  receive  when  selling  an  investment  or  pay  when 
buying  an  investment.  For  example,  if  Running  Paws  stock  has  recently  been 
selling  at  $25  per  share,  this  value  represents  its  market  price  on  paper.  The  true 
market  price  at  the  point  that  you  actually  sell  or  buy  Running  Paws  stock  might 
be  higher  or  lower. 


Price  to  Sales  Ratio  (PSR) 

The  price-to-sales  ratio  (PSR)  is  obtained  by  dividing  the  total  current  market 
value  of  a  stock  (the  current  market  price  multiplied  by  the  number  of  shares 
outstanding)  by  the  total  corporate  revenue  (sales)  for  the  past  year.  For  exam- 
ple, if  Running  Paws  Catfood  Company's  common  stock  currently  sells  for  $25 
per  share  and  20,000  shares  are  outstanding,  its  total  current  market  value  is 
$500,000.  If  company  revenues  (sales  of  cat  food)  were  $750,000  over  the  past 
year,  the  stock's  PSR  would  be  0.67  ($500,000  *  $750,000).  The  lower  the  PSR 
ratio,  the  better  the  marketability  of  the  stock.  Market  analysts  generally  suggest 
that  investors  avoid  companies  with  a  PSR  greater  than  1.5  in  favor  of  those  hav- 
ing PSRs  of  less  than  0.75.  Research  by  James  O'Shaughnessy,  published  in  the 
book  What  Works  on  Wall  Street,  shows  that  PSR  is  a  more  reliable  method  of 
choosing  winning  stocks  than  the  P/E  ratio. 


Book  Value  and  Price-to-Book  Ratio 

The  book  value  is  the  net  worth  of  a  company,  which  is  determined  by  subtract- 
ing the  company's  total  liabilities  from  its  assets.  Also  known  as  shareholder's 
equity,  it  theoretically  indicates  a  company's  worth  if  its  assets  were  sold,  its  debts 
paid  off,  and  the  net  proceeds  distributed  to  common  shareholders. 

Book  value  per  share  reflects  the  book  value  of  a  company  divided  by  the 
number  of  shares  of  common  stock  outstanding.  Running  Paws  has  a  net  worth 
of  $230,000,  which,  when  divided  by  20,000  shares,  gives  a  book  value  per  share 
of  $11.50.  Often  little  relationship  exists  between  the  book  value  of  a  company 
and  its  earnings  or  the  market  price  of  its  stock.  Note,  however,  that  the  market 
price  for  a  company's  common  stock  usually  exceeds  its  book  value  per  share 
because  stockholders  anticipate  earnings  and  dividends  in  the  future  and  expect 
the  market  price  to  rise.  When  the  value  of  the  assets  per  share  exceeds  the  price 
per  share,  the  stock  may  truly  be  underpriced. 

The  price-to-book  (P-B)  ratio  compares  the  market  price  of  a  common  stock 
to  its  book  value  per  share.  To  obtain  a  P-B  ratio,  the  company's  book  value  per 
share  is  divided  into  the  price  per  share.  In  the  Running  Paws  example,  the  book 
value  per  share  of  $11.50  would  be  divided  into  the  most  recent  price  at  which 
the  stock  was  sold  ($25  in  this  case);  thus,  the  P-B  ratio  for  Running  Paws  is  2.17. 
The  current  P-B  ratio  for  most  stocks  lies  between  2.1  and  1.0.  The  lower  the 
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ratio,  the  less  highly  a  company's  assets  have  been  valued,  indicating  that  the 
stock  may  be  currently  underpriced.  If  the  ratio  is  less  than  1,  the  assets  may  be 
utilized  ineffectively.  In  such  cases,  an  underperforming  and  undervalued  com- 
pany may  become  a  target  of  a  corporate  takeover.* 

Par  Value 

Historically,  par  value  meant  the  dollar  amount  assigned  to  a  share  of  stock  by 
the  company's  charter  when  the  corporation  issued  it.  Many  people  have  falsely 
assumed  that  this  value  was  a  minimum  price.  In  fact,  par  value  bears  no  rela- 
tion to  the  current  market  price  of  common  stock.  In  the  case  of  preferred  stocks, 
par  value  signifies  the  dollar  value  upon  which  dividends  are  based.  After 
issuance,  the  market  price  of  preferred  stocks  may  rise  or  fall,  but  the  dividends 
paid  are  still  calculated  on  the  original  par  value. 

Total  Return 

Total  return  is  the  combination  of  the  cash  dividends  paid  and  the  capital  gain. 
The  capital  gain  or  price  appreciation — the  net  income  received  from  the  sale 
of  capital  assets  beyond  the  expenses  incurred  in  the  purchase  and  sale  of  those 
assets — is  realized  when  the  stock  is  sold.  Until  then,  such  gains  are  only  paper 
profits.  A  paper  profit  is  an  unrealized  profit  on  an  investment  still  held;  in  con- 
trast, a  paper  loss  is  an  unrealized  loss  on  an  investment.  If  you  purchased  Run- 
ning Paws  common  stock  at  $25  per  share  and  sold  it  at  $30  per  share,  you 
would  realize  a  gain  of  $5.  Assuming  that  you  bought  200  shares  and  paid  a  com- 
mission of  $60,  your  cost  was  $5060  [($25  x  200)  +  $60].  If  you  sold  at  $30  per 
share  and  paid  a  sales  commission  of  $70,  the  proceeds  would  be  $5930  [($30  x 
200)  -  $70].  Your  capital  gain  is,  therefore,  $870  ($5930  -  $5060).  Based  on  the 
invested  amount  of  $5060,  the  capital  gain  of  $870  represents  a  17.2  percent 
yield  ($870  ■*■  5060).  If  you  sold  your  Running  Paws  common  stock  after  one 
year,  the  return  would  include  $870  in  capital  gains  plus  $110  in  cash  dividends 
(200  shares  x  $0.55)  for  a  total  return  of  $980  ($870  +  $110),  or  a  19.4  percent 
yield  on  $5060  invested  ($980  -e-  $5060). 

The  alternative  would  have  been  to  hold  the  shares  in  anticipation  of  a  fur- 
ther increase  in  the  stock's  market  price.  For  instance,  the  price  of  Running  Paws 
stock  could  rise  to  $35  in  the  next  several  months.  Of  course,  the  price  could  also 
drop  to  $27  and  reduce  your  gain,  or  it  might  drop  even  further  to  $20  and  result 
in  a  capital  loss  if  you  sold  the  stock. 

Preemptive  Rights 

When  Running  Paws  Catfood  Company  issued  additional  shares  of  its  stock  to 
finance  growth  in  its  fifth  year,  current  stockholders  were  concerned  that  they 
would  lose  their  proportionate  interest  in  the  company.  Common  stockholders 

A  new  measure  of  the  worth  of  a  company  is  economic  value  added  (EVA).  Reported  by  some 
investment  publications,  EVA  subtracts  the  cost  of  a  company's  capital  from  its  after-tax  operat- 
ing profit  in  a  given  year.  It  is  a  reliable  measure  of  return  on  invested  capital.  Market  value 
added  is  a  projection  of  future  EVAs. 
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usually  have  a  preemptive  right  to  purchase  additional  shares,  frequently  at  a 
discount  from  the  market  price  before  new  shares  are  offered  to  the  public.  Exer- 
cising this  right  enables  them  to  maintain  their  proportionate  ownership. 

Stock  Dividends 

A  stock  dividend  is  a  dividend  paid  in  the  form  of  securities  instead  of  cash.  The 
dividend  may  comprise  additional  shares  of  the  issuing  company  or  shares  of 
another  company  (usually  a  subsidiary)  owned  by  the  issuing  company.  Shares 
are  distributed  to  existing  stockholders  on  the  basis  of  their  current  proportional 
ownership.  For  example,  the  board  of  directors  of  Running  Paws  could  decide  to 
declare  a  10  percent  stock  dividend  to  stockholders  who  currently  own  the 
20,000  outstanding  shares.  If  you  owned  2000  shares,  the  company  would  give 
you  an  additional  200  shares.  If  you  owned  55  shares,  the  company  would  mail 
you  documentation  for  five  shares  and  ask  how  you  would  like  to  handle  the 
value  of  the  remaining  half  share.  You  might  be  given  the  option  of  either  receiv- 
ing the  cash  equivalent  of  the  half  share  or  paying  for  an  additional  half  share 
so  that  you  could  receive  six  full  shares. 

Many  people  incorrectly  assume  that  the  value  of  their  holdings  increases 
when  they  receive  a  stock  dividend.  Although  the  price  of  the  stock  might  rise 
for  a  day  or  so  after  declaration  of  a  stock  dividend,  it  then  corrects  for  the  addi- 
tional shares  of  stock  available  and  drops  accordingly.  This  market  correction 
occurs  because  the  book  value  of  the  company  is  unchanged  but  the  number  of 
shares  outstanding  has  gone  up.  Assume  that  the  20,000  shares  of  Running  Paws 
stock  were  priced  at  $25  per  share.  If  a  stock  dividend  of  10  percent  was  declared, 
22,000  shares  of  ownership  would  be  available.  If  you  had  owned  2000  shares  of 
the  20,000  total  shares,  you  would  have  owned  10  percent  of  the  company.  After 
the  stock  dividend,  you  would  own  2200  shares  out  of  a  total  of  22,000 — still 
exactly  10  percent. 

What  effect  would  a  stock  dividend  have  on  cash  dividends?  Suppose  that 
Running  Paws  continues  to  pay  a  $0.40  per  share  cash  dividend  the  year  after  it 
declares  a  10  percent  stock  dividend.  The  company  will  need  greater  earnings 
because  it  will  be  paying  out  $8800  rather  than  $8000 — a  cash  dividend  10  per- 
cent greater  than  the  previous  year.  Alternatively,  the  company  could  reduce  the 
per-share  cash  dividend  to  reflect  the  greater  number  of  shares.  Declaration  of  a 
stock  dividend  slightly  dilutes  stock  ownership  and  reduces  the  market  price  of 
the  stock  by  a  similar  percentage  while  maintaining  the  actual  value  of  each 
stockholder's  investment. 


Stock  Splits 

A  stock  split  is  a  trade  of  a  given  number  of  existing  shares  of  stock  for  a  certain 
number  of  newly  issued  shares.  A  two-for-one  stock  split  increases  the  number 
of  shares  outstanding  by  100  percent  and  reduces  cash  dividends  per  share  by  50 
percent.  For  example,  in  a  two-for-one  stock  split  at  Running  Paws,  the  owners 
of  the  22,000  shares  (remember  the  10  percent  stock  dividend)  would  be  issued 
44,000  new  shares.  If  the  market  price  of  the  old  stock  was  $25  per  share,  the 
new  stock  will  be  worth  approximately  $12.50,  or  50  percent  of  the  previous 
price,  because  the  number  of  shares  was  doubled. 
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The  effects  of  a  stock  split  are  fourfold:  (1)  no  change  in  the  proportion  of 
ownership  held  by  the  original  stockholders;  (2)  no  change  in  the  proportion  of 
cash  dividends  per  share;  (3)  a  proportional  decrease  in  the  market  price  of  the 
stock;  and  (4)  an  indication  that  the  stock  will  outperform  the  market  over  the 
next  12  months. 

A  company  whose  stock  is  selling  at  $90  per  share  might  use  a  stock  split  to 
reduce  the  market  price  to  $45  (two  for  one)  or  even  $30  (three  for  one)  to 
encourage  more  investors  to  buy  and  sell  stock.  Stock  splits,  therefore,  can  have 
the  effect  of  opening  up  trading  to  a  greater  number  of  investors.  For  this  rea- 
son, they  ordinarily  require  the  consent  of  the  board  of  directors  and  a  two- 
thirds  approval  by  the  current  stockholders. 

A  company  opts  for  a  reverse  stock  split  when  it  wishes  to  increase  the 
market  price  of  its  stock.  For  example,  a  company  with  stock  selling  at  $10  per 
share  could  have  a  one-for-three  or  one-for-four  reverse  split  to  increase  the 
price  per  share  to  $30  or  $40.  Reverse  splits  are  often  viewed  as  an  indication 
that  the  company  is  in  trouble,  particularly  when  the  original  price  was  less 
than  $10. 


Voting  Rights 

Owners  of  common  stock  normally  have  voting  rights — the  proportionate 
authority  to  express  an  opinion  or  choice  in  matters  affecting  the  company.  Each 
share  of  common  stock  gives  the  holder  one  vote.  (Companies  rarely  issue  non- 
voting common  stock.)  At  the  annual  meeting  of  the  company,  the  board  of 
directors  is  elected  (or  reelected),  and  stockholders  vote  on  matters  of  special 
interest.  Each  stockholder  may  participate  in  these  activities  by  either  attending 
the  meeting  or  voting  by  proxy.  A  proxy  is  written  authorization  given  by  a 
shareholder  to  someone  else  to  represent  him  or  her  and  to  vote  his  or  her  shares 
at  a  stockholder's  meeting.  It  is  usually  easier  to  vote  by  mail  through  a  proxy 
than  to  attend  the  meeting  in  person. 

In  reality,  most  issues  facing  a  corporation  are  foreseen  by  the  board  of  direc- 
tors, which  then  obtains  control,  by  means  of  proxies,  of  a  large  voting  bloc  to 
ensure  that  its  desires  are  met.  On  rare  occasions,  a  proxy  battle  occurs,  as  two 
competing  forces  (often  the  existing  board  of  directors  and  an  outsider  group 
that  may  be  seeking  a  merger  or  buyout)  actively  campaign  for  stockholders'  vot- 
ing rights  to  gain  control  of  the  company.  In  such  instances,  the  competing 
forces  write  letters  to  stockholders  soliciting  their  proxies. 


J    Classify  stocks  according 
to  their  basic  descriptive 
categories. 


Three  Basic  Classifications  of  Common  Stocl 

Many  investment  brokers  and  individual  investors  group  certain  stocks  accord- 
ing to  specific  characteristics.  These  classifications  can  then  be  used  to  match  an 
investor's  preferences  with  investment  options.  The  three  basic  classifications  of 
corporate  stock  are  as  follows:  (1)  income  stocks,  (2)  growth  stocks,  and  (3)  spec- 
ulative stocks.  Other  terms  are  used  to  characterize  classifications  as  well. 
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Income  Stocks 

A  company  whose  stock  is  classified  as  an  income  stock  characteristically  has 
paid  a  cash  dividend  higher  than  that  offered  by  most  companies  year  after  year 
because  the  company  has  fairly  high  earnings  and  chooses  to  retain  only  a  small 
portion  of  the  earnings.  To  declare  high  cash  dividends  regularly,  the  company 
must  have  a  steady  stream  of  income — utility  companies,  for  example,  fit  this 
profile.  Stocks  issued  by  telephone,  electric,  and  gas  companies  are  normally 
labeled  income  stocks.  Investors  in  these  companies  usually  are  not  very  con- 
cerned with  the  P/E  ratio  or  the  growth  potential  of  the  price  of  the  stock.  Betas 
(see  page  380)  are  often  less  than  1.0.  Many  retired  persons  are  often  attracted  to 
income  stocks,  for  example. 


Growth  Stocks 

The  term  growth  stock  describes  a  company  with  a  consistent  record  of  rela- 
tively rapid  growth  in  earnings  in  all  economic  conditions.  The  return  to 
investors  from  growth  stocks  comes  primarily  from  increases  in  share  price.  Such 
stocks  typically  pay  low  or  no  dividends  because  most  of  their  earnings  are 
retained  to  maintain  company  growth. 

Stocks  of  companies  that  are  leaders  in  their  fields,  that  dominate  their  mar- 
kets, and  that  have  several  consecutive  years  of  above-industry-average  earnings 
are  considered  well-known  growth  stocks.  Investor  awareness  of  such  corpora- 
tions is  widespread,  and  expectations  for  continued  growth  are  high.  The  P/E 
ratio  is  high,  too.  Many  growth  stocks  have  a  glamorous  reputation  that 
improves  or  declines  sharply  in  conjunction  with  the  overall  market  and,  there- 
fore, have  betas  of  1.5  or  more.  Investors  generally  seem  to  prefer  growth  stocks 
of  well-known  companies,  because  they  typically  pay  some  dividends  and  offer 
a  good  opportunity  for  price  appreciation.  In  the  past,  well-known  growth  stocks 
have  included  those  offered  by  Coca-Cola,  The  Gap,  Nike,  and  Wal-Mart  stores. 


How  Most  Investors  Select  Stocks 


The  premise  of  fundamental  analysis— and  most 
investors  take  this  approach  to  investing— assumes 
that  each  stock  has  an  intrinsic  (or  true)  value 
based  on  its  expected  future  earnings;  therefore, 
some  stocks  can  be  identified  that  will  outperform 
others.  The  fundamental  approach  presumes  that 
current  and  future  earnings  trends,  industry  out- 
look, and  management's  expertise  determine  a 
stock's  price  movement.  Furthermore,  because 
knowledge  about  companies'  futures  is  not  perfect, 
some  stocks  are  underpriced  and  others  are  over- 


priced. The  investor  studies  certain  fundamental 
factors,  such  as  the  company's  sales,  assets,  earn- 
ings, products  or  services,  markets,  and  manage- 
ment, to  determine  a  company's  basic  value.  He  or 
she  then  estimates  the  value  of  one  company  by 
comparing  its  history  and  expected  future  prof- 
itability with  those  of  competing  firms.  The  aim  is 
to  seek  out  sound  stocks— perhaps  even  unfashion- 
able ones — that  are  priced  well  below  the  market's 
multiples  of  earnings,  cash  flow,  and  book  value. 
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Because  some  lesser-known  growth  stocks  are  not  as  popular  with  investors, 
the  P/E  ratios  for  such  firms  are  generally  lower  (although  still  high)  than  those 
of  the  more  glamorous,  well-known  growth  stocks.  Often  such  firms  represent 
regional  businesses  with  strong  earnings  or  may  be  the  third-  or  fourth-leading 
firm  in  an  industry.  Some  of  these  lesser-known  growth  stocks  in  recent  years 
have  been  Gibson  Greetings,  Long's  Drug  Stores,  and  Healthdyne.  Their  betas  are 
usually  1.5  or  more. 


Speculative  Stocks 

The  term  speculative  stock  describes  a  company  that  has  an  apparent  potential 
for  substantial  earnings  at  some  time  in  the  future,  even  though  such  earnings 
may  never  be  realized.  Speculative  stocks  often  have  a  spotty  earnings  record  or 
are  so  new  that  no  earnings  pattern  has  emerged.  Investors  in  these  types  of 
firms  incur  some  risk  because  the  recent  history  of  earnings  and  dividends  is 
likely  to  be  poor  or  highly  inconsistent.  As  a  result,  investors  in  speculative 
stocks  rank  the  safety  of  their  principal  as  a  secondary  factor.  With  meager  divi- 
dends anticipated,  the  investor  hopes  that  the  company  will  make  a  new  dis- 
covery, invent  a  new  product,  or  generate  valuable  information  that  later  may 
push  up  the  price  of  the  stock  and  create  substantial  capital  gains. 

Examples  of  speculative  companies  include  computer-graphics  and  video- 
game companies,  Internet  applications,  small  oil  businesses,  genetic  engineering 
firms,  and  some  pharmaceutical  manufacturers.  For  these  firms,  the  P/E  ratio 
fluctuates  widely  along  with  the  company's  fortunes,  and  a  beta  exceeding  2.0  is 
common.  For  every  speculative  company  that  succeeds,  many  others  do  poorly 
or  fail  altogether. 


Other  Characterizations  for  Common  Stocks 

A  variety  of  other  terms  are  used  to  describe  particular  stocks  within  the  four 
basic  classifications  in  greater  detail.  These  terms  include  blue-chip,  value,  cyclical, 
and  countercyclical. 

Blue-Chip  Stocks  The  term  blue-chip  stock  suggests  a  company  that  has  a  well- 
regarded  reputation,  that  dominates  its  industry  (often  with  annual  revenues  of 
$1  billion  or  more),  that  has  a  long  history  of  both  good  earnings  and  consistent 
cash  dividends,  that  grows  at  approximately  the  same  rate  as  the  overall  econ- 
omy, and  whose  shares  are  widely  held  by  individual  investors  and  institutions. 
The  earnings  of  blue-chip  companies  (which  are  usually  considered  income 
stocks  or  well-known  growth  stocks)  are  expected  to  grow  at  a  consistent  but 
unspectacular  rate  because  these  highly  stable  firms  are  the  leaders  in  their 
industries.  Examples  of  such  stocks  include  Dow  Chemical,  General  Electric, 
Exxon,  and  H.  J.  Heinz.  Investing  in  such  companies  is  considered  much  less 
risky  than  investing  in  other  types  of  firms. 

Value  Stocks  When  the  price  of  a  company's  common  stock  is  low  given  its  his- 
torical earnings  record  and  the  current  value  of  its  assets,  it  is  described  as  a 
value  stock.  Such  a  stock  is  said  to  be  underappreciated  by  most  investors;  thus, 
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Did  You 


KNOW 


The  Advantages  and  Disadvantages 
of  Investing  in  Common  Stock 


There  are  several  advantages  and  disadvantages  of 
investing  in  common  stock. 

Advantages 

•  The  likelihood  of  cash  dividends  and  price 
appreciation.  Historically,  the  combined  annual 
cash  dividend  and  price  appreciation  of  all  stocks 
is  about  1 1  percent. 

•  A  low  minimum  investment.  A  share  of  stock 
could  sell  for  as  little  as  $5  or  $10  (although  it  is 
rare  to  buy  one  share  at  a  time). 

•  Limited  investors'  liability.  If  the  corporation 
goes  bankrupt,  you  lose  only  the  price  of  the 
stock. 

•  Excellent  marketability.  Common  stocks  can 
generally  be  sold  with  ease. 

Disadvantages 

•  Risk.  A  financial  risk  exists  that  the  company 
will  not  be  successful. 

•  Investment  of  time.  Stocks  require  a  significant 
amount  of  time  for  personal  management. 
Because  the  prices  of  many  common  stocks  vary 
with  certain  news  events,  world  happenings,  and 


economic  and  political  variables,  investors  need 
to  stay  alert  to  current  happenings  to  know 
when  to  buy  or  to  sell  quickly  so  as  to  reap  prof- 
its or  reduce  losses. 

Uncertain  return.  Even  a  company  with  an 
excellent  record  of  paying  cash  dividends  might 
have  to  skip  one  or  two  quarterly  dividends  dur- 
ing times  of  low  profitability. 

Inflation  risk.  During  times  of  high  inflation, 
many  common  stock  prices  are  depressed.  As 
inflation  rises,  interest  rates  rise  as  well,  increas- 
ing the  cost  of  doing  business  (and  thus  lowering 
profits).  Inflation  provides  a  high  rate  of  return 
to  savers  because  interest  rates  rise.  As  a  result, 
many  people  move  their  money  into  safer  alter- 
natives such  as  bonds  or  savings,  thereby  further 
depressing  stock  prices. 

Market-volatility  risk.  The  price  of  a  stock 
might  be  depressed  when  you  want  to  sell  it.  For 
example,  assume  that  your  child's  college  fund 
consists  of  common  stock  investments  and  prices 
of  all  stocks  are  depressed  when  the  child  turns 
18.  At  that  point,  the  value  of  the  investments 
could  be  sharply  lower,  and  it  might  not  be  wise 
to  sell  the  stocks  to  pay  tuition  bills. 


its  current  price  makes  it  look  like  an  investment  bargain.  Such  companies  often 
operate  within  industries  that  benefit  from  a  growing  economy.  Although  their 
stock  prices  have  changed,  some  past  examples  of  value  stocks  have  included 
DuPont,  Eastman,  IBM,  Lockheed,  Time  Warner,  and  Westinghouse  Electric. 

Cyclical  Stocks  The  term  cyclical  stock  describes  a  company  whose  profits  are 
greatly  influenced  by  changes  in  the  economic  business  cycle.  Typically,  such 
companies  operate  in  the  major  consumer-dependent  industries,  such  as  auto- 
mobiles, housing,  airlines,  and  publishing.  The  market  prices  of  cyclical  stocks 
mirror  the  general  state  of  the  economy  and  reflect  the  various  phases  of  the 
business  cycle.  During  times  of  prosperity  and  economic  expansion,  corporate 
earnings  rise,  profits  grow,  and  stock  prices  climb;  during  a  recession,  these 
measures  decline  sharply.  In  addition  to  companies  in  the  basic  industries  (such 
as  retailing,  steel,  tires,  and  heavy  machinery),  many  firms  characterized  as 
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,- 


HOW 


to... 


Make  a  Decision  about  When  to  Sell  Stocks 


It  is  hard  for  an  investor  to  know  exactly  when  to  sell        5.  Company  profits  begin  to  fall  short  of  analysts' 


owned  stocks,  although  the  following  guidelines 
should  assist  in  the  decision-making  process.  You 
should  consider  selling  when 

1.  The  stock  reaches  your  target  price. 

2.  Favorable  developments  occur  that  temporarily 
push  up  the  price. 

3.  Good  profits  are  unlikely  to  continue. 

4.  The  stock  lags  behind  others  in  its  industry  group. 


projections. 

6.  Industry  and  company  prospects  are  deteriorat- 
ing. 

7.  Losses  are  moderate  (before  they  become  enor- 
mous). 

8.  The  stock's  price/earnings  ratio  appears  too 
high. 

9.  You  have  found  a  better  place  for  the  money. 


blue-chip,  income,  growth,  value,  or  speculative  stocks  can  also  be  described  as 
cyclical  stocks.  Most  cyclical  stocks  have  a  beta  of  about  1.0. 

Countercyclical  Stocks  Even  when  economic  activity  suffers  a  general  decline, 
some  companies  maintain  substantial  earnings  because  their  products  are  always 
in  demand.  These  firms  are  considered  countercyclical  (or  defensive)  stocks 
because  they  perform  well  even  in  an  environment  characterized  by  weak  eco- 
nomic activity  and  sliding  interest  rates.  Most  cigarette  smokers,  for  example,  do 
not  quit  during  a  recession,  and  people  usually  continue  to  go  to  movies,  con- 
sume soft  drinks,  purchase  kitty  litter,  buy  electric  utility  service,  have  their 
clothes  dry-cleaned,  visit  hospitals,  have  their  cars  washed,  and  buy  groceries. 
Similarly,  utility  companies  generally  continue  to  have  good  earnings  during 
periods  of  economic  decline.  During  rising  markets,  the  prices  of  these  recession- 
resistant  stocks  tend  to  rise  less  quickly  than  cyclical  stocks,  and  they  still  may 
drop  somewhat  in  a  declining  market.  Countercyclical  stocks,  by  definition, 
have  a  beta  that  is  less  than  1.0  or  even  negative.  Investors  interested  in  receiv- 
ing cash  dividends  regularly  sometimes  choose  these  stocks. 


□ 


Describe  the  major 
characteristics  of  bonds. 


The  Language  of  Bond  Investing 


A  bond  is  a  certificate  that  represents  a  debt  obligation  of  the  bond  issuer  (a  cor- 
poration or  government)  to  the  bondholder/investor.  The  major  characteristics 
of  bonds  are  discussed  below. 


The  Indenture 

An  indenture  is  a  written  legal  agreement  between  a  group  of  bondholders  (rep- 
resenting each  bondholder)  and  the  debtor  describing  the  terms  of  the  debt  by 
setting  forth  the  maturity  date,  interest  rate,  and  other  factors.  For  corporate 
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bonds,  this  lengthy  document  specifies  many  of  the  debtor's  responsibilities 
regarding  the  use  of  the  borrowed  money,  the  date(s)  on  which  the  bond  prin- 
cipal must  be  repaid,  and  the  dates  on  which  interest  payments  must  be  made. 
A  trustee — a  bank  or  trust  company — is  normally  appointed  to  represent  the 
bondholders  and  to  ensure  that  the  obligations  of  the  indenture  are  met.  State 
laws  require  issuers  of  corporate  bonds  to  pay  interest  due  to  bondholders  even 
if  the  company  does  not  turn  a  profit.  Government  bonds  usually  do  not  include 
indentures,  because  the  authorizing  statute  typically  details  the  responsibilities 
of  the  public  agency  issuing  the  bond. 


Face  Value,  Coupon  Rate,  and  Maturity  Date 

Bonds  are  usually  issued  at  a  face  value  (also  known  as  par  value)  of  $1000;  this 
amount  is  specified  on  the  certificate.  The  term  coupon  rate  (also  known  as 
coupon,  coupon  yield,  and  stated  interest  rate)  refers  to  the  stated  interest  rate 
printed  on  the  certificate  when  the  bond  is  issued.  It  reflects  the  total  annual 
fixed  rate  of  interest  that  will  be  paid  at  regular  intervals  (usually  every  six 
months).  For  example,  Flora  Johnson,  a  retired  postal  worker  from  West 
Lafayette,  Indiana,  bought  a  20-year  $1000  Running  Paws  Catfood  Company 
bond  last  week  with  a  coupon  rate  of  7  percent  that  promises  to  pay  her  $70  in 
interest  annually  (normally  bonds  pay  two  semiannual  installments:  $35  in  this 
instance). 

The  coupon  rate  of  a  bond  remains  the  same  until  the  maturity  date,  when 
the  face  amount  is  due  and  the  debt  must  be  paid  off  (or  retired).  Most  corporate 
bonds  mature  in  20  to  30  years.  Government  securities  often  mature  in  ten  to  20 
years,  although  the  maturity  time  could  be  as  short  as  five  years  or  as  long  as  40 
years.  Occasionally,  bonds  are  retired  serially;  that  is,  each  bond  is  numbered 
consecutively  and  matures  according  to  a  prenumbered  schedule  at  stated  inter- 
vals. These  investments  are  known  as  serial  bonds. 


Secured  and  Unsecured  Bonds 

Bonds  are  issued  as  either  secured  or  unsecured.  A  corporation  issuing  a  secured 
bond  would  pledge  specific  assets  as  collateral  in  the  indenture  or  have  the  prin- 
cipal and  interest  guaranteed  by  another  corporation  or  a  government  agency. 
In  the  event  of  default,  the  trustee  could  take  legal  action  to  seize  and  sell  such 
assets.  Three  types  of  secured  bonds  are  mortgage  bonds  (which  use  land  and 
buildings  as  collateral),  collateral  trust  bonds  (stocks  and  perhaps  other  bonds 
as  collateral),  and  equipment  bonds  (certain  equipment,  such  as  airplanes  or 
railroad  cars,  as  collateral).  In  the  event  of  bankruptcy,  the  claims  of  secured 
creditors  are  paid  first. 

An  unsecured  bond  does  not  name  collateral  as  security  for  the  debt  and  is 
backed  only  by  the  good  faith  and  reputation  of  the  issuing  agency.  Thus,  an 
unsecured  bond,  which  is  called  a  debenture,  is  backed  by  the  general  credit  of 
the  issuer  and  is  not  secured  by  a  mortgage  or  lien  on  any  specific  property. 
Although  secured  bonds  might  appear  safer  than  unsecured  bonds  at  first  glance, 
often  this  assumption  is  not  true.  All  government  bonds  are  unsecured,  for 
example,  and  U.S.  government  bonds  are  debentures  that  are  backed  by  the  "full 
faith,  credit,  and  taxing  power  of  the  government."  In  addition,  the  strong 


410  PART   4     Investment  Planning 


financial  reputations  of  many  large  corporations  enable  them  to  offer  unsecured 
bonds  that  are  safer  than  the  secured  bonds  of  some  other  companies. 

Investors  in  bonds  want  to  be  as  confident  as  possible  that  interest  payments 
will  be  made  on  time  and  that  the  principal  will  be  repaid  as  scheduled.  For  this 
reason,  many  bonds  include  a  sinking  fund,  through  which  money  is  set  aside 
each  year  for  repayment  of  the  principal  portion  of  the  debt.  The  trustee  receives 
these  funds  and  oversees  this  responsibility.  The  added  assurance  of  a  sinking 
fund  reduces  investor  risk  and,  therefore,  permits  the  agency  to  issue  bonds  at 
interest  rates  lower  than  those  offered  for  similar  bonds. 


Senior  and  Subordinated  Bonds 

A  corporation  that  issues  unsecured  bonds  several  times  over  the  years  must  rank 
the  bonds  for  repayment  priority  in  the  event  of  default.  A  senior  debenture 
gives  holders  a  first  right  to  all  assets  not  pledged  to  secured  bondholders.  A  sub- 
ordinated debenture  gives  holders  a  lesser  claim  to  assets  than  that  provided  by 
a  senior  debenture.  Of  course,  the  greater  the  risk  associated  with  a  bond,  the 
higher  the  interest  rate  should  be. 


Registered  and  Bearer  Bonds 


In  the  past,  all  corporations  issued  bearer  bonds  (also  called  coupon  bonds). 
The  owners  of  such  bonds  were  unknown  to  the  corporation;  a  series  of  post- 
dated coupons  attached  to  the  bond  signified  their  ownership.  When  an  inter- 
est payment  was  due,  a  bondholder  detached  the  proper  coupon  and  presented 
it  to  the  corporation,  a  paying  agent,  or  a  bank  to  receive  payment.  The  princi- 
pal was  claimed  in  the  same  manner.  Some  older  issues  of  coupon  bonds  are  still 
traded.  By  law,  all  bonds  issued  in  recent  years  have  been  registered  bonds, 
which  provide  for  the  recording  of  the  bondholder's  name  so  that  checks  or  elec- 
tronic funds  transfers  for  interest  and  principal  can  be  safely  forwarded  when 
due.  The  Internal  Revenue  Service  is  notified  of  the  payments  as  well.  A  regis- 
tered bond  can  be  transferred  only  when  it  is  endorsed  by  the  registered  owner. 
Bonds  today  are  issued  in  book-entry  form,  which  means  that  certificates 
are  not  issued.  Instead,  an  account  is  set  up  in  the  name  of  the  issuing  organi- 
zation or  the  brokerage  firm  that  sold  the  bond.  Interest  is  paid  into  the  account 
when  due.  The  U.S.  government  uses  the  book-entry  form  for  bonds  that  it 
issues. 

Callable  Bonds 

Most  bonds  (and  preferred  stocks)  are  callable — that  is,  the  issuer  can  buy  back 
the  security  from  the  investor  before  the  maturity  date  if  the  issuer  so  requests. 
The  issuer  repurchases  the  bond  at  par  value  or  by  paying  a  slight  surcharge,  per- 
haps 5  percent  above  par  value,  if  the  price  reaches  a  certain  level.  Precise  call 
dates  must  be  stated  in  advance  to  investors. 

A  company  might  desire  to  exercise  a  call  option  when  interest  rates  drop 
substantially.  For  example,  assume  that  a  company  issues  bonds  paying  a  $90 
annual  dividend  (9%  coupon  rate).  When  interest  rates  drop  to  7  or  perhaps  6 
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percent,  the  9  percent  bonds  may  represent  a  high  cost  for  money  for  the  cor- 
poration. Therefore,  if  the  bonds  have  a  callable  feature,  the  company  might 
seek  to  redeem  the  bonds  early  Approximately  80  to  90  percent  of  long-term 
bonds  and  preferred  stocks  are  classified  as  callable. 


Warrants 

A  bond  sold  with  a  warrant  attached  bestows  some  of  the  benefits  of  stock  own- 
ership on  bondholders.  A  warrant  (also  called  a  purchase  warrant)  is  a  type  of 
security  attached  to  a  bond,  a  preferred  stock,  or  some  issues  of  common  stock 
that  gives  the  holder  the  right  to  purchase  a  specific  number  of  shares  at  a  stip- 
ulated price  within  a  specified  time  limit  or  for  the  life  of  the  bond.  A  warrant  is 
offered  with  securities  as  an  added  inducement  to  buy. 

To  illustrate,  assume  that  you  own  a  Running  Paws  Catfood  Company  bond 
with  a  face  value  of  $1000,  an  8  percent  interest  rate,  and  a  warrant  attached.  For 
the  next  five  years,  the  warrant  gives  you  the  right  to  buy  ten  shares  of  common 
stock  for  $30  per  share.  If  the  price  of  the  common  stock  rises  above  $30,  the 
warrant  will  have  substantial  value.  If  the  price  climbs  to  $36,  for  example,  you 
can  purchase  ten  shares  at  $30,  for  a  total  of  $300  (saving  $60  on  the  market 
price  of  $360).  In  this  case,  the  warrant  has  a  value  of  $60,  and  the  price  of  the 
bond  will  increase  by  the  same  amount.  If  you  do  not  want  to  use  the  warrant, 
you  may  sell  it,  assuming  it  is  "detachable"  from  the  bond.  If  the  common  stock 
price  never  rises  above  $30  per  share,  the  warrant  has  no  value. 


Convertibility 


Some  bonds  and  some  preferred  stocks  have  a  convertibility  privilege  that 
allows  them  to  be  exchanged  for  a  certain  number  of  shares  of  the  issuing  com- 
pany's common  stock  during  a  specified  time  period.  This  option  gives  the 
investor  the  chance  for  both  income  and  equity  participation  if  the  stock  price 
increases. 

Convertible  securities  take  priority  over  common  shareholders  in  the  event 
of  bankruptcy.  Investors  receive  a  fixed  cash  return  while  they  wait  for  the 
underlying  common  stock  to  appreciate;  then,  if  conditions  warrant,  they  can 
make  the  swap.  Investors  often  prefer  convertibles  because  they  provide  reduced 
volatility  and  greater  safety  than  most  stocks.  Moreover,  convertible  securities 
offer  a  steady  yield  unless  they  are  swapped  for  shares  of  common  stock. 

Let's  say  that  you  have  a  $1000  Running  Paws  Catfood  Company  convertible 
bond  that  was  issued  at  9  percent  and  permits  conversion  to  30  shares  of  Run- 
ning Paws  common  stock  at  any  time  during  the  next  20  years.  During  this 
period,  you  will  receive  interest  payments  from  the  bond  and  hope  that  the 
stock  price  will  rise.  The  conversion  feature  begins  to  affect  the  price  of  the  bond 
when  Running  Paws  stock  rises  above  $33.33  per  share  ($1000  4-  30  shares).  If 
the  stock  price  climbs  to  $36,  for  example,  the  bond  price  will  increase  to  $1080 
(30  shares  x  $36),  regardless  of  general  interest  rates,  which  also  affect  bond 
prices.  If  the  price  of  the  common  stock  continues  to  rise,  the  price  of  the  bond 
follows  suit.  If  the  common  stock  price  remains  below  $33.33,  the  conversion 
privilege  makes  no  difference. 
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Km    Differentiate  among  the 
three  general  types  of  bonds. 


Types  of  Bonds  Available  to  Investors 


Three  general  types  of  bonds  are  available:  (1)  corporate  bonds,  (2)  U.S.  govern- 
ment securities,  and  (3)  municipal  bonds. 


Corporate  Bonds 

Corporate  bonds  are  interest-bearing  certificates  of  long-term  debt  of  a  com- 
pany. They  represent  an  important  source  of  funds  for  corporations — every  dol- 
lar of  newly  issued  common  stock  is  countered  by  three  dollars  of  newly  issued 
corporate  bonds.  Because  of  tax  regulations,  corporations  often  finance  major 
projects  by  issuing  long-term  bonds  instead  of  selling  stocks.  Payments  of  divi- 
dends to  common  and  preferred  stockholders  are  not  tax-deductible  for  corpo- 
rations, unlike  interest  paid  to  bondholders. 

State  laws  require  corporations  to  make  bond  interest  payments  on  time. 
Therefore,  companies  in  financial  difficulty  must  pay  bondholders  before  paying 
any  short-term  creditors.  Before  buying  corporate  bonds,  investors  must  assess 
the  financial  quality  of  the  company,  considering  both  its  current  profitability 
and  the  likelihood  of  long-term  financial  stability.  Every  year  more  than  100  cor- 
porations that  issue  bonds  go  bankrupt,  with  their  bondholders  suffering  losses 
of  principal  and  interest. 

It  is  important  for  investors  to  compare  the  risks  and  potential  rewards  of 
bond  investments.  To  help  you  in  appraising  such  risks,  independent  advisory 
services  grade  bonds  for  credit  risk:  Moody's  Investors  Service,  Inc.  and  Standard 
&  Poor's  Corporation.  These  firms  publish  unbiased  ratings  of  the  financial  con- 
ditions of  corporations  and  municipalities  that  issue  bonds.  A  bond  rating  rep- 
resents the  opinion  of  an  outsider  on  the  quality — or  creditworthiness — of  the 
issuing  organization.  It  reflects  the  likelihood  that  the  issuing  organization  will 
be  able  to  repay  its  debt.  Thus,  investors  have  access  to  measures  of  the  default 
risk  (or  credit  risk),  which  is  the  uncertainty  associated  with  not  receiving  the 
promised  periodic  interest  payments  and  the  principal  amount  when  it  becomes 
due  at  maturity.  Moody's  and  Standard  &  Poor's  examine  the  financial  strength 
of  each  bond  issuer,  the  quality  of  its  management,  its  prospects  for  the  future, 
its  strength  compared  with  its  competitors  or  other  municipalities,  future  direc- 
tions of  the  industry  or  region,  and  a  variety  of  other  factors.  Such  bond  rating 
directories  are  available  in  most  large  libraries;  they  are  also  available  on-line. 
Ratings  for  each  bond  issue  are  continually  reevaluated,  and  they  are  frequently 
changed  after  the  original  security  has  been  sold  to  the  public. 

After  bonds  have  been  purchased,  most  can  easily  be  sold  in  a  secondary 
market  prior  to  maturity.  This  market  is  also  called  an  aftermarket,  because  it 
is  where  existing  securities  that  have  already  been  sold  to  the  public  are  bought 
and  sold.  A  stock  and  bond  exchange  is  an  example  of  such  an  aftermarket. 

Table  14.1  shows  the  rating  scales  used  by  Moody's  and  Standard  &  Poor's. 
The  higher  the  rating,  the  greater  the  probable  safety  of  the  bond  and  the  lower 
the  default  risk.  In  contrast,  the  lower  the  rating  of  the  bond,  the  higher  the 
stated  interest  rate  or  the  effective  interest  rate  when  such  bonds  are  reduced  in 
price  from  their  face  amount,  as  more  risk  is  involved.  Higher  ratings  denote 
confidence  that  the  issuer  will  not  default  and,  if  necessary,  that  the  bond  can 
readily  be  sold  before  maturity  in  a  secondary  market. 
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Table  14.1 


Summary  of  Municipal  and  Corporate  Bond  Ratings 
Rating 


Moody's 

Standard  &  Poor's 

Aaa 

AAA 

Aa 

AA 

A 

A 

Baa 

BBB 

Ba 

BB 

B 

B 

CCC 

Caa 

CC 

Ca 

C 

C 

DDD 

DD 

D 

Interpretation  of  Rating 

High  investment  quality  suggests  ability  to  repay  principal  and  interest  on  time.  Aaa 
and  AAA  bonds  are  generally  referred  to  as  "gilt-edged"  because  they  have 
demonstrated  profitability  over  the  years  and  have  paid  their  bondholders  their 
interest  without  interruption;  thus,  they  carry  the  smallest  risk. 

Medium-quality  investments  that  adequately  provide  security  to  principal  and 

interest.They  are  neither  highly  protected  nor  poorly  secured;  thus,  they  may 

have  some  speculative  characteristics. 
Lack  characteristics  of  a  desirable  investment,  and  investors  have  decreasing 

assurance  of  repayment  as  the  rating  declines.  Elements  of  danger  may  be  present 

regarding  repayment  of  principal  and  interest. 
In  default  with  little  prospect  of  regaining  any  investment  standing. 


Note:  Bonds  rated  Baa  and  higher  by  Moody's  and  BBB  and  higher  by  S&P  are  investment-grade  quality;  Ba  and  BB  and  lower  are  junk  bonds. 


U.S.  Government  Securities 

U.S.  government  securities  are  classified  into  two  general  groups:  (1)  Treasury 
bills,  notes,  and  bonds,  and  (2)  federal  agency  issue  notes,  bonds,  and  certifi- 
cates.* The  interest  rates  on  federal  government  securities  are  usually  lower  than 
those  on  corporate  bonds  because  they  are  virtually  risk-free — the  possibility  of 
default  is  near  zero.  Conservative  investors  are  often  attracted  to  the  certainty 
offered  by  U.S.  government  securities.  They  also  know  that  U.S.  Treasury  securi- 
ties cannot  be  called  early  if  interest  rates  drop.  Federal  government  securities 
provide  an  additional  advantage  in  that  the  interest  income  remains  exempt 
from  state  and  local  income  taxes. 

Unlike  Series  EE  and  HH  savings  bonds,  most  government  bonds  are  trans- 
ferable and  can  be  sold  by  one  investor  to  another.  You  may  purchase  a  U.S.  Trea- 
sury security  directly  from  the  government,  through  banks,  or  in  the  securities 
market  through  brokerage  firms. 

Treasury  Bills,  Notes,  and  Bonds  Treasury  bills,  notes,  and  bonds — collectively 
known  as  Treasury  securities — are  debt  instruments  used  by  the  federal  govern- 
ment to  finance  the  public  national  debt.  Benefits  of  Treasury  securities  are  that 
they  represent  a  safe  source  of  current  income,  have  excellent  liquidity,  and  are 
simple  to  acquire  and  sell.  You  may  purchase  all  Treasury  securities  in  units  of 
$1000  each  directly  from  any  Federal  Reserve  Bank  or  its  branch  office. 


U.S.  savings  bonds  (both  Series  EE  and  HH)  represent  another  type  of  government  security.  They 
are  discussed  from  a  cash-management  perspective  in  Chapter  5,  "Managing  Your  Cash."  See 
www.ny.frb.org  for  data  useful  to  investors  and  government  securities. 
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Did  You 


KNOW 


About  Junk  Bonds 


So-called  junk  bonds  are  high-risk,  high-interest- 
rate  corporate  or  municipal  bonds  rated  below  BBB 
by  Standard  and  Poor's  or  below  Baa  by  Moody's 
bond-rating  agency.  These  bonds  carry  ratings  that 
are  below  traditional  investment  grade.  The  default 
rate  on  high-quality  bonds  is  less  than  1  percent; 
the  default  rate  on  junk  bonds  exceeds  3  percent. 
Fewer  than  800  of  the  23,000  large  U.S.  companies 
that  issue  bonds  meet  the  highest  credit-risk  rating 
standards.  Junk  bonds  are  typically  issued  by  young 
companies  with  short  track  records  or  those  with 
questionable  financial  strength. 

"Junk  bond"  is  also  a  term  used  to  describe 
high-interest  bonds  used  to  fund  corporate 
takeovers.  Leveraged  buy-outs  (LBOs)  are 
takeovers  of  a  company,  usually  by  its  officers  and 
other  private  investors,  that  are  financed  with  the 
assets  of  the  corporation  pledged  as  security  for 
borrowing  large  amounts  of  money.  They  typically 


saddle  a  corporation  with  a  huge  amount  of  debt, 
increasing  the  chance  that  the  company  might 
default  in  the  future.  When  growth  in  the  economy 
slows,  more  overindebted  companies  may  default 
on  their  bonds.  More  than  60  well-known  corpora- 
tions have  defaulted  on  junk  bonds  in  the  past  five 
years. 

Because  junk  bonds  pay  2  to  6  more  interest 
points  than  high-quality  bonds,  large  numbers  of 
investors  have  purchased  these  bonds  in  recent 
years  despite  the  higher  risk  to  obtain  the  antici- 
pated higher  returns.  Wise  investors  avoid  buying 
individual  junk  bonds  because  of  the  risk  involved. 
Instead,  many  people  invest  in  a  "high-yield 
income"  bond  mutual  fund  that  owns  junk  bonds. 
Money  invested  in  such  a  mutual  fund  is  safer 
because  the  fund's  diversification  reduces  risks. 
Mutual  funds  are  discussed  in  Chapter  15. 


Treasury  bills,  also  called  T-bills,  are  short-term  U.S.  government  securities 
that  mature  in  one  year  or  less,  such  as  in  13,  26,  or  52  weeks.  The  13-  and  26- 
week  bills  are  sold  every  week,  and  the  52-week  bills  are  sold  every  four  weeks. 
Treasury  bills  do  not  pay  current  interest  income  because  they  are  sold  at  a  dis- 
count from  face  value,  where  the  difference  between  the  selling  price  and  the  T- 
bill's  value  at  maturity — the  gain — represents  the  interest  for  federal  income  tax 
purposes.  Stated  as  an  interest  rate,  the  return  on  such  investments  is  called  a 
discount  yield.  For  example,  if  you  purchase  a  new  52-week  $1000  T-bill  for 
$950,  it  will  mature  in  one  year.  At  that  point,  the  U.S.  Treasury  Department  will 
electronically  forward  $1000  to  you.  The  discount  yield  would  be  5.3  percent 
($1000  -  $950  =  $50;  $50  4-  $950  =  0.0526)  on  your  investment  of  $950. 

Individuals  buy  new  issues  of  T-bills  on  a  noncompetitive  bid  basis.  The  price 
individuals  pay  for  the  bill  will  represent  the  average  of  all  competitive  offers 
made  by  large  institutions  that  buy  millions  of  dollars'  worth  of  T-bills  that 
week.  To  buy  a  T-bill,  you  simply  submit  a  certified  or  cashier's  check  for  the  face 
amount  along  with  the  proper  form.  A  few  days  later,  you  will  receive  notifica- 
tion that  you  own  the  T-bill  and  an  electronically  wired  refund  that  represents 
the  difference  between  the  face  value  of  the  bill  and  the  purchase  price. 

U.S.  Treasury  notes  are  intermediate-term  U.S.  government  securities  that 
are  issued  in  two-,  three-,  five-,  and  ten-year  maturities;  they  pay  interest  semi- 
annually. These  notes  are  registered  and  sold  with  a  fixed  interest  rate,  which  is 
slightly  higher  than  rates  for  Treasury  bills  because  the  lending  period  is  longer. 
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Treasury  bonds  are  long-term  U.S.  government  securities  that  have  a  matu- 
rity period  of  11  to  30  years  or  more.  Interest  is  paid  semiannually  on  these  reg- 
istered bonds.  The  fixed  interest  rates  are  higher  than  on  notes  because  they  are 
longer-term  securities. 

New  Treasury  securities  can  be  purchased  only  by  using  the  Treasury  Direct 
Plan.  To  open  a  Treasury  Direct  account,  obtain  Form  PD  5182  by  calling  the 
Bureau  of  Public  Debt  at  (800)  943-6864,  or  download  it  from  the  Internet  at 
www.publicciebt.treas.gov.  You  must  provide  the  government  with  both  your 
Social  Security  number  and  your  bank  account  number.  Purchases  are  recorded 
electronically,  with  all  interest,  principal,  and  other  payments  deposited  with 
your  local  financial  institution,  and  a  written  statement  of  the  transactions  is 
forwarded  to  the  investor.  No  commissions,  charges,  or  fees  are  due  when  buy- 
ing and  redeeming  Treasury  securities  directly  with  the  government.  When  a 
bank  or  stock  brokerage  firm  handles  such  transactions,  fees  of  $50  to  $60  per 
transaction  are  charged. 

Federal  Agency  Issues  of  Bonds,  Notes,  and  Certificates  More  than  100  differ- 
ent bonds,  notes,  and  certificates  are  issued  by  various  federal  agencies,  such  as 
the  Government  National  Mortgage  Association  (Ginnie  Mae),  the  Federal 
National  Mortgage  Association  (Fannie  Mae),  the  Federal  Home  Loan  Mortgage 
Corporation  (Freddie  Mac),  and  the  Student  Loan  Marketing  Association  (Sallie 
Mae).  These  agency  issues  generally  are  backed  by  the  assets  and  resources  of  the 
issuing  agency  instead  of  the  full  faith  and  credit  of  the  U.S.  government.  For 
example,  Ginnie  Mae  certificates  are  backed  by  the  Government  National  Mort- 
gage Association,  and  each  security  represents  interest  in  a  pool  of  mortgages 
that  are  sold  to  institutions  and  investors  in  units  of  $25,000  (they  can  also  be 
purchased  in  smaller  units  through  a  mutual  fund).  When  homeowners  make 
their  monthly  mortgage  payments  to  Ginnie  Mae,  a  part  of  the  principal  and 
interest  is  passed  to  investors.  Agency  issues  are  not  as  widely  recognized  as  Trea- 
sury securities,  yet  they  often  pay  a  yield  that  is  0.5  to  1.5  percentage  points 
higher  than  the  yield  for  comparable-term  Treasury  securities  because  of  their 
somewhat  higher  degree  of  risk. 


Municipal  Bonds 

Municipal  bonds  (also  called  munies)  are  long-term  debts  issued  by  local  gov- 
ernments (cities,  states,  and  various  districts  and  political  subdivisions)  and  their 
agencies  that  are  used  to  finance  public  improvement  projects,  such  as  roads, 
bridges,  and  parks,  or  to  pay  ongoing  expenses.  Moody's  Bond  Record  rates  some 
20,000  munies,  and  twice  as  many  unrated  securities  exist.  Bonds  range  in  qual- 
ity from  AAA-rated  state  highway  bonds  to  unrated  securities  issued  by  local  gov- 
ernmental parking  authorities. 

Among  the  dozen  or  more  types  of  specialized  municipal  bonds,  two  are 
most  frequently  issued:  revenue  bonds  and  general  obligation  bonds.  Revenue 
bonds  are  sold  to  investors  to  raise  money  for  specific  projects,  and  they  pay 
interest  out  of  the  revenues  of  those  projects.  They  are  backed  only  by  the 
income  from  the  user  fees  levied  on  projects  built  or  maintained,  such  as  dor- 
mitories, airports,  sewers,  power  plants,  hospitals,  and  toll  roads — thus,  they  are 
not  backed  by  a  government's  taxing  power.  The  most  popular  type  of  state  and 
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local  government  security,  revenue  bonds  typically  have  yields  about  a  half  per- 
centage point  higher  than  yields  for  general  obligation  bonds.  General  obliga- 
tion bonds  are  issued  by  states,  cities,  and  government  agencies  that  have  taxing 
authority.  They  are  backed  by  the  full  faith  and  credit  of  the  issuer.  Because  a 
government  or  government  agency  has  the  responsibility  to  repay  these  debts, 
such  bonds  are  usually  considered  safer  than  revenue  bonds.  Some  states  offer 
general  obligation  bonds  known  as  "minibonds"  that  are  issued  in  denomina- 
tions as  small  as  $500  or  $100. 

The  U.S.  Constitution  requires  that  municipal  bond  interest  be  exempt  from 
federal  income  tax.  Thus,  municipal  bonds  are  also  known  as  tax-free  bonds  or 
tax-exempt  bonds  because  the  interest  income  is  tax-free.  In  addition,  interest 
income  on  munies  is  exempt  from  state  and  local  income  taxes  if  the  investor 
lives  in  the  state  that  issued  the  bond.  Municipal  bonds  almost  always  offer  a 
lower  stated  return  than  other  bonds. 

Capital  gains  on  the  sale  of  munies,  on  the  other  hand,  are  taxable.  Such 
gains  may  be  realized  when  bonds  are  bought  at  a  discount  and  then  sold  at  a 
higher  price  or  redeemed  for  full  value  at  maturity.  In  addition,  bonds  bought  in 
the  secondary  market  at  a  premium  may  appreciate  to  produce  a  gain. 

Although  defaults  occur  on  more  than  100  municipal  bond  securities  every 
year,  they  are  generally  safer  than  corporate  bonds,  but,  of  course,  not  as  safe  as 
U.S.  government  securities.  Both  Moody's  and  Standard  &  Poor's  rate  municipal 
bonds.  Approximately  40  percent  of  all  new  municipal  bonds  sold  today  carry 
insurance  that  guarantees  the  timely  repayment  of  principal  and  interest  in  case 


Zero-Coupon  Bonds  Pay  No  Annual  Interest 


Zero-coupon  bonds  (also  called  zeros  or  deep  dis- 
count bonds)  are  municipal,  corporate,  and  Trea- 
sury bonds  that  pay  no  annual  interest.  They  are 
sold  to  investors  at  sharp  discounts  from  their  face 
value,  and  then  redeemed  at  full  value  upon  matu- 
rity. For  example,  a  7  percent,  $1000  zero-coupon 
bond  to  be  redeemed  in  the  year  2008  might  sell 
today  for  $308.  Zeros  pay  no  current  income  to 
investors,  so  investors  do  not  have  to  worry  about 
reinvesting  any  interest  payments.  The  interest, 
which  is  usually  compounded  semiannually,  accu- 
mulates within  the  bond  itself,  and  the  return  to 
the  investor  comes  from  redeeming  the  bond  at  its 
stated  face  value.  In  this  manner,  zeros  operate 
much  like  Series  EE  savings  bonds  and  T-bills. 
Zeros,  therefore,  pay  "phantom"  interest.  Although 
no  interest  money  is  received,  you  must  pay 


income  taxes  on  the  interest  every  year  unless  the 
securities  are  held  in  a  qualified  tax-sheltered  retire- 
ment plan,  such  as  an  IRA  or  401  (k).  In  that  case, 
income  taxes  are  deferred  until  the  funds  are  with- 
drawn. 

The  maturity  date  for  a  zero  could  range  from  a 
few  months  to  as  long  as  30  years.  Treasury  zeros, 
unlike  most  other  zeros,  are  noncallable.  Such 
bonds  are  ideal  for  people  planning  for  their  retire- 
ment years  because  they  know  exactly  how  much 
will  be  received  upon  maturity.  In  addition,  many 
parents  invest  in  zero-coupon  college  bonds  to 
help  pay  for  their  children's  education.  With  these 
bonds,  the  income  paid  in  the  name  of  the  child  is 
generally  so  small  that  little  if  any  income  taxes  are 
charged. 
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the  issuer  defaults.  Because  this  insurance  reduces  the  return  by  only  about  0.16 
percent,  insured  municipal  bonds  may  represent  a  wiser  choice. 


SM    Describe  what  the 
investor  should  consider 
before  investing  in  bonds, 
particularly  the  current  yield 
and  yield  to  maturity. 


What  Should  You  Consider  Before  Investing  in  Bonds? 

A  number  of  factors  should  be  considered  before  investing  in  bonds:  certain  risks, 
premiums  and  discounts,  current  yield,  yield  to  maturity,  and  tax-equivalent 
yields. 


The  Susceptibility  of  Bonds  to  Certain  Risks 

Four  types  of  risk  particularly  affect  the  bond  investor:  (1)  credit  risk,  (2)  calla- 
bility  risk,  (3)  inflation  risk,  and  (4)  interest-rate  risk. 

Credit  Risk  Puts  the  Investor's  Original  Investment  in  Jeopardy  During  the 
years  until  the  bond  matures,  the  investor's  funds  remain  at  risk  because  the 
issuer  might  possibly  get  into  financial  difficulty  and  be  unable  to  make  interest 
payments  or  repay  the  original  principal  invested.  Should  the  issuing  company 
or  municipality  experience  financial  difficulty,  one  of  the  major  bond-rating  ser- 
vices is  likely  to  downgrade  its  bonds  credit  rating.  In  such  an  event,  the  market 
price  of  the  bonds  generally  drops.  If  the  issuer  cannot  honor  its  obligations,  the 
bonds  are  in  default.  In  this  situation,  a  corporation  usually  seeks  protection 
under  Chapter  11  of  the  bankruptcy  code  so  that  it  can  reorganize  its  business 
under  the  supervision  of  a  court-appointed  trustee.  If  the  creditors  approve  the 
reorganization  plan,  the  business  remains  in  operation,  although  it  usually  must 
sell  substantial  assets  in  the  process.  If  a  bond  issuer  becomes  bankrupt,  its  assets 
are  sold  and  the  proceeds  used  to  repay  secured  and  unsecured  debts. 

Callability  Risk  May  Reduce  the  Investor's  Expected  Return  Investors  who  pur- 
chase callable  bonds  run  the  risk  that  the  security  will  be  bought  back  from  the 
investor  by  the  issuer  before  the  maturity  date.  Issuers  make  such  requests  so 
that  they  can  sell  new  bonds  with  a  lower  interest  rate.  If  the  investor  owns  a 
bond  that  has  been  called,  he  or  she  will  have  to  reinvest  the  proceeds  earlier 
than  expected,  most  likely  at  a  lower  interest  rate.  If  the  bond  was  purchased  at 
a  premium,  a  bondholder  could  suffer  a  significant  loss. 

Inflation  Risk  May  Lower  the  Investor's  Return  Inflation  risk  represents  the 
possibility  that  the  investor's  money  will  lose  purchasing  power  due  to  inflation. 
He  or  she  will  not  be  able  to  purchase  as  much  after  making  the  investment  as 
before.  Investors  who  lend  for  long  time  periods  require  higher  interest  rates 
because  it  is  difficult  to  project  the  effect  of  inflation  on  the  future  values  of 
money  with  great  accuracy.  Should  interest  rates  rise,  the  long-term  investor  will 
be  locked  into  a  lower  rate  of  return  for  more  years  than  with  a  shorter-term 
security.  As  a  result,  bonds  are  priced  to  achieve  current  and  future  values  and, 
therefore,  include  an  inflation  premium — that  is,  an  extra  amount  of  interest 
equal  to  a  projection  of  rising  prices  in  the  economy.  If  the  premium  proves  too 
low,  the  investor  loses  some  or  all  of  the  profit,  as  well  as  perhaps  some  of  the 
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purchasing  power  of  the  initial  investment.  If  inflation  and  interest  rates  fall, 
bond  prices  will  increase  to  provide  exceptional  levels  of  return. 

The  U.S.  Treasury  sells  inflation-indexed  savings  bonds  that  guarantee  that 
the  investor's  return  will  outpace  inflation.  These  bonds  are  also  called  I-bonds 
or  Treasury  inflation  protection  securities  (TIPS).  The  interest  earned  on  the  I- 
bond  will  equal  the  inflation  rate  plus  a  fixed  rate  of  return.  Once  purchased,  the 
fixed  rate  stays  the  same  until  the  bond  stops  earning  interest  after  ten,  20,  or  30 
years.  The  total  interest  rate,  however,  changes  every  May  and  November  based 
on  the  current  inflation  rate.  As  a  result,  the  principal  value  will  increase  over 
the  life  of  the  bond  in  line  with  increases  in  the  consumer  price  index. 

For  example,  if  the  inflation  rate  was  4  percent  during  the  first  six  months  of 
the  year,  then  by  midyear  the  principal  of  the  bond  would  be  valued  at  $1020 
($1000  x  0.04/2).  Also  at  mid-year  the  investor  receives  the  first  semiannual 
interest  payment  of  $17.85  ($1020  x  0.035/2).  If  inflation  accelerated  so  that  it 
reached  4.5  percent  for  the  full  year,  then  the  principal  of  the  bond  would  be  val- 
ued at  $1045  by  the  second  semiannual  interest  payment.  The  second  semi- 
annual payment  would  be  $18.29  ($1045  x  0.035/2). 

As  a  result,  both  the  investor's  income  and  the  principal  keep  pace  with  infla- 
tion. A  guarantee  that  the  investor's  return  will  beat  inflation  for  the  next  30 
years  is  a  promise  that  other  ultraconservative  investments  cannot  match.  To 
avoid  having  to  pay  current  income  taxes  on  an  annual  inflation  adjustment 
(because  the  money  is  considered  earned,  even  though  it  is  not  actually 
received),  investors  can  either  elect  to  defer  the  tax  until  the  bond  reaches  matu- 
rity or  keep  I-bonds  in  tax-deferred  retirement  accounts  (discussed  in  Chapter 
18).  As  with  traditional  savings  bonds,  the  interest  is  exempt  from  state  and  local 
taxes. 

Interest-Rate  Risk  Results  in  Variable  Value  A  bond's  value  (its  price  on  any 
given  day)  is  affected  by  its  type,  coupon  rate,  availability  in  the  marketplace, 
demand  for  the  bond,  prices  for  similar  bonds,  the  underlying  credit  quality  of 
the  issuer,  the  number  of  years  that  must  elapse  before  its  maturity,  and  fluctu- 
ations in  current  market  interest  rates  in  the  general  economy  The  state  of  the 
economy  and  the  supply  and  demand  for  credit  affect  market  interest  rates, 


The  Relative  Market  Interest  Rates  for  Bond  Investment 


Market  interest  rates  for  various  bond  investments  bonds,  5.1  percent.  These  market  interest  rates  usu- 

on  any  particular  day  might  be:  Treasury  bills,  5.0  ally  change  frequently.  For  a  debt  to  represent  an 

percent;  U.S.  Treasury  notes,  5.4  percent;  U.S.  Trea-  attractive  investment,  it  must  return  the  market 

sury  bonds,  6.8  percent;  federal  agency  issues,  7.2  interest  rate  or  better  for  debts  with  similar  risks, 

percent;  high-quality  corporate  bonds,  7.9  percent;  Historically,  long-term  Treasury  bonds  have  paid  a 

long-term  certificates  of  deposit,  7.0  percent;  junk  return  of  2  percent  beyond  inflation, 
bonds,  11.2  percent;  and  high-quality  municipal 
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which  are  the  current  long-  and  short-term  interest  rates  paid  on  various  types 
of  corporate  and  government  debts  that  carry  similar  levels  of  risk.  Long-term 
rates  are  largely  set  by  investors  in  the  bond  market,  primarily  based  upon  their 
expectations  of  future  inflation.  Short-term  interest  rates,  on  the  other  hand,  are 
manipulated  by  the  Federal  Reserve  Board,  also  known  as  the  Fed.  When  the 
economy  slumps,  the  Fed  often  lowers  the  interest  rates  on  short-term  Treasury 
issues  in  an  attempt  to  stimulate  economic  activity.  When  inflation  rises,  the  Fed 
raises  interest  rates.  Changes  in  short-term  interest  rates  generally  affect  rates 
paid  on  intermediate-  and  long-term  bonds. 

When  market  interest  rates  increase,  interest  rates  paid  on  newly  issued 
bonds  will  rise  and  the  price  of  existing  bonds  will  fall.  This  action  occurs  so  that 
the  existing  bond  and  the  new  bond  offer  potential  investors  approximately  the 
same  yield.  As  a  result,  bonds  generally  have  a  fixed  yield  (the  interest  income 
payment  remains  the  same)  but  a  variable  value. 

To  the  investor,  interest-rate  risk  reflects  the  uncertainty  of  the  market  price 
of  an  asset  in  the  future  that  results  from  possible  interest-rate  changes.  This 
uncertainty  is  also  called  market  risk.  For  example,  assume  that  you  buy  a  20- 
year,  $1000  bond  with  a  stated  annual  interest  rate  of  8  percent,  or  an  annual 
return  of  $80  ($1000  x  0.08).  If  interest  rates  in  the  general  economy  jump  to 
10  percent  after  one  year,  no  one  will  want  to  buy  your  bond  for  $1000  because 
it  pays  only  $80  per  year.  Should  you  want  to  sell  it  at  that  time,  the  price  of  the 
bond  will  have  to  be  lowered,  probably  to  $800  [see  Equation  (14.2)  on  page  420 
for  the  calculation  involved]. 

On  the  other  hand,  if  interest  rates  on  newly  issued  bonds  slip  to  6  percent 
after  one  year,  the  price  of  your  bond  will  increase  sharply  (probably  to  $1333), 
because  investors  will  be  willing  to  pay  a  premium  (a  sum  of  money  paid  in 
addition  to  a  regular  price)  to  own  your  bond  paying  8  percent  when  other  rates 
are  only  6  percent.  It  is  important  to  remember  that  bond  yields  and  prices  move 
in  opposite  directions — that  is,  as  one  goes  up,  the  other  goes  down. 

Because  they  offer  the  possibility  of  capital  gains,  bonds  represent  a  unique 
investment  opportunity  for  moderate,  conservative,  and  aggressive  investors 
alike.  If  the  bond  is  held  to  maturity  (19  more  years  in  this  example),  no  matter 
how  much  the  market  price  fluctuates  over  the  life  of  the  bond,  the  issuer  is 
obligated  to  repay  the  face  value  of  $1000  (i.e.,  the  stated  price  printed  on  the 
certificate).  Therefore,  investors  who  own  bonds  until  maturity  can  ignore  any 
interest-rate  risk. 

Bond  prices  are  most  volatile  when:  (1)  bonds  are  sold  at  less  than  face  value 
when  first  issued,  (2)  the  stated  rate  is  low,  and  (3)  the  bond  maturity  time  is 
long.  The  investor  who  holds  a  bond  to  maturity  might  ignore  such  informa- 
tion, but  the  person  considering  selling  before  maturity  might  be  shocked  to  see 
price  swings  of  20  percent  or  more.  A  speculator  might  regard  such  rapid  price 
changes  as  opportunities. 


Premiums  and  Discounts 

When  a  bond  is  first  issued,  it  is  sold  in  one  of  three  ways:  (1)  at  its  face  value 
(the  value  of  the  bond  as  stated  on  the  certificate),  which  is  also  the  amount  the 
investor  will  receive  when  the  bond  matures,  (2)  at  a  discount  below  its  face 
value,  or  (3)  at  a  premium  above  its  face  value.  Later,  because  the  stated  interest 
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Estimate  the  Selling  Price  of  a  Bond 
After  Interest  Rates  Have  Changed 


Bond  prices  are  influenced  partially  by  supply  and 
demand,  but  mostly  by  the  cost  of  money.  If  you 
paid  $1000  for  a  20-year,  7  percent  bond  and  were 
forced  to  sell  it  after  interest  rates  on  comparable 
bonds  had  increased  to  9  percent,  you  would  lose 
more  than  $200.  You  can  estimate  the  selling 
price  of  an  existing  bond  (assuming  it  is  more 
than  a  few  years  horn  maturity)  after  interest 
rates  change  by  using  the  bond-selling  price 
formula: 


In  Equation  (14.1),  the  selling  price  equals 
$777.78  ($70  *  0.09).  If  you  bought  the  bond  for 
$1000,  you  will  lose  $222.22  if  you  sell  it  for 
$777.78.  Alternatively,  if  interest  rates  drop  to  5J/2 
percent,  you  could  sell  your  7  percent  bond  at  a 
profit  of  $272.72  ($70  *  0.055  =  $1272.72  - 
$1000).  Of  course,  if  you  keep  the  bond  until  matu- 
rity, the  issuer  is  obligated  to  retire  it  for  $1000. 
Exact  calculations  of  selling  prices  can  be  performed 
by  a  brokerage  firm.  This  formula  is  duplicated  on 
the  Garman/Forgue  Web  site. 


Bond  selling  price 


annual  interest  income  in  dollars 
current  market  interest  rate 


(14.1) 


rate  on  the  bond  remains  fixed,  the  market  price  changes  to  provide  a  competi- 
tive effective  rate  of  return. 

As  an  example,  assume  that  Running  Paws  Catfood  Company  decided  to 
issue  20-year  bonds  at  8.8  percent.  While  the  bonds  were  being  printed  and  pre- 
pared for  sale,  the  market  interest  rate  on  comparable  bonds  rose  to  9  percent. 
In  this  instance,  Running  PawTs  will  sell  the  bonds  at  a  slight  discount  to  provide 
a  competitive  return.  Discounts  and  premiums  on  bonds  reflect  changing  inter- 
est rates  in  the  economy  and  the  number  of  years  to  maturity. 

Current  Yield 

The  current  yield  equals  the  bond's  fixed  annual  interest  payment  divided  by 
its  bond  price.  It  is  a  measure  of  the  current  annual  income  (the  total  of  both 
semiannual  interest  payments  in  dollars)  expressed  as  a  percentage  when  divided 
by  the  bond's  current  market  price.  When  you  buy  a  bond  at  par  (for  example, 
for  $1000),  its  current  yield  equals  its  coupon  yield.  As  bond  prices  fluctuate 
because  of  interest  rate  changes  and  other  factors,  the  current  yield  also  changes. 
For  example,  if  Flora  Johnson  paid  $940  for  a  $1000  bond  paying  $70  per  year, 
the  bond's  current  yield  is  7.45  percent,  as  shown  by  the  current  yield  formula: 


Current  yield     = 


current  annual  income 
current  market  price 

$70 
$940 


(14.2) 


7.45% 
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Financial  sections  of  larger  newspapers  usually  publish  the  current  yields  for 
a  great  number  of  bonds  based  on  that  day's  market  prices.  While  this  informa- 
tion is  useful,  it  does  not  tell  an  investor  the  current  yield  that  a  previously  pur- 
chased bond  earns  because  it  was  probably  obtained  at  a  price  different  from  the 
current  market  price  (at  a  premium  or  discount)  rather  than  at  precisely  $1000 
(as  was  the  case  for  Flora).  Realize,  too,  that  a  bond's  current  yield  is  based  upon 
the  purchase  price,  not  on  the  prices  at  which  it  later  trades. 

The  total  return  on  a  bond  investment  is  made  up  of  the  same  components 
as  for  any  investment:  current  income  and  capital  gains.  In  Flora's  case,  she  will 
receive  $1000  at  the  maturity  date  (20  years  from  now)  even  though  she  paid 
only  $940  for  the  bond;  therefore,  her  anticipated  total  return  (or  effective  yield) 
will  be  higher  than  the  7.45  percent  current  yield.  How  much  higher  is  accu- 
rately revealed  by  the  yield  to  maturity  (discussed  below). 

Yield  to  Maturity 

Yield  to  maturity  (YTM)  is  the  total  annual  effective  rate  of  return  earned  by  a 
bondholder  on  a  bond  when  it  is  held  to  maturity.  It  reflects  both  the  current 
income  and  any  difference  if  the  bond  was  purchased  at  a  price  other  than  face 
value  spread  over  the  life  of  the  bond.  In  reality,  the  market  price  of  a  bond 
equals  the  present  value  of  its  future  interest  payments  and  the  present  value  of 
its  face  value  when  the  bond  matures.  Three  generalizations  can  be  made  about 
the  yield  to  maturity:  (1)  if  a  bond  is  purchased  for  exactly  its  face  value,  the 
YTM  is  the  same  as  the  coupon  rate  printed  on  the  certificate;  (2)  if  a  bond  is 
purchased  at  a  premium,  the  YTM  will  be  lower  than  the  coupon  rate;  and  (3)  if 
a  bond  is  purchased  at  a  discount,  the  YTM  will  be  higher  than  the  coupon  rate. 
For  example,  because  Flora  Johnson  bought  her  20-year  bond  with  a  coupon 
rate  of  7  percent  at  a  discount  for  $940,  her  yield  to  maturity  must  be  greater 
than  the  coupon  rate  because  she  will  receive  $60  more  than  she  paid  for  the 
bond  when  she  receives  the  $1000  at  maturity.  Exactly  how  much  higher  can  be 
determined  by  calculating  an  approximate  yield  to  maturity  when  contemplat- 
ing a  bond  purchase,  because  bonds  that  seem  comparable  may  have  different 
YTMs.  The  yield  to  maturity  (YTM)  formula,  which  is  duplicated  on  the  Gar- 
man/Forgue  Web  site,  factors  in  the  approximate  appreciation  when  a  bond  is 
bought  at  a  discount  or  at  a  premium: 

t  j.    iy/71/  _    r\n  i  \r\ 

(14.3) 


YTM 

(FV  +  CV)  1  2 

where 

/ 

=    interest  paid  annually  in  dollars 

FV 

=    face  value 

CV 

=    current  value  (price) 

N 

=    number  of  years  until  maturity 

For  example,  if  Flora  Johnson  paid  $940  for  a  20-year  bond  with  a  7  percent 
coupon  rate,  the  YTM  is  calculated  as  follows: 


YTM      = 


$70   +    [($1000    -    $940)/ 20] 
($1000  +  $940) / 2 

$  73 


$970 
7.53% 
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How  Far  Bond  Prices  Will  Move 
When  Interest  Rates  Change 


On  any  given  day,  the  major  determinant  of  bond 
prices  is  the  prevailing  level  of  interest  rates  in  the 
economy.  The  following  figure  illustrates  the  price 
changes  for  bonds  when  interest  rates  rise  or  fall.  In 
general,  rising  interest  rates  reduce  bond  prices,  and 


falling  rates  increase  bond  prices.  In  addition,  the 
longer  the  time  until  maturity  of  a  bond,  the  more 
sensitive  the  price  to  changes  in  interest  rates. 
Thus,  prices  for  long-term  bonds  fluctuate  much 
more  than  those  for  short-term  securities. 


Change  in 
interest  rates 


Percentage  increase 

or  decrease  in 
current  price  of  bond 
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Source:  Original  data  from  Vanguard  Group  Press,  Inc. 


If  you  plan  to  buy  and  hold  a  bond  until  maturity,  you  should  compare  YTMs 
instead  of  current  yields  when  considering  a  purchase  because  YTMs  fairly  rep- 
resent all  factors.  The  current  yield  on  a  bond  is  not  an  effective  measure  of  the 
total  annual  return  to  the  investor;  in  fact,  the  fewer  years  until  maturity,  the 
worse  an  indicator  it  becomes.  As  calculated  above,  Flora  Johnson's  20-year  bond 
with  a  coupon  rate  of  7  percent  and  a  current  yield  of  7.45  percent  has  a  YTM  of 
7.53  percent.  If  it  had  been  purchased  with  only  ten  years  until  maturity,  the 
YTM  would  be  7.84  percent;  with  five  years  until  maturity,  the  YTM  would  be 
8.45  percent;  and  with  two  years  until  maturity,  the  YTM  would  be  10.3  percent. 
Exact  YTMs  are  listed  in  detailed  bond  tables  available  at  large  libraries  or  a  bro- 
ker's office. 
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Considerations 


^^■■■■■■"■■■n     Capital  Gains  and  Losses 
&  Consequences  |        ^ 


People  generally  invest  in  stocks  and  bonds  with 
the  intention  of  receiving  current  income  and  capi- 
tal gains.  Current  income  is  taxed  at  one's  regular 
tax  rate.  Short-term  capital  gains  (sales  of  assets 
held  for  one  year  or  less)  and  long-term  capital 
gains  (on  assets  held  more  than  one  year)  can  also 
occur.  Net  short-term  gains  are  taxed  at  one's  mar- 
ginal tax  rate.  Net  long-term  gains  are  taxed  at  20 


percent  (10  percent  for  those  in  the  15  percent  tax 
bracket).  Beginning  in  2001,  the  20  percent  and  10 
percent  tax  rate  for  gains  on  assets  held  more  than 
5  years  drop  to  18  percent  and  8  percent. 

Capital  losses  are  deductible  from  capital  gains 
and  as  much  as  $3000  of  ordinary  income;  any 
excess  over  $3000  may  be  carried  over  to  future 
years. 


Tax-Equivalent  Yields 

Because  municipal  bonds  receive  special  tax  treatment,  many  investors  consider 
buying  them.  In  general,  the  higher  your  federal  tax  bracket,  the  more  favorable 
municipal  bonds  become  as  an  investment  (as  compared  with  taxable  bonds). 

The  task  of  the  investor  is  to  determine  the  tax-equivalent  yield  so  as  to 
choose  between  a  municipal  bond  (a  tax-exempt  investment)  and  a  corporate 
bond  (a  taxable  investment).  The  tax-equivalent  yield  compares  the  after-tax 
return  on  a  taxable  investment  with  the  return  on  a  tax-free  investment.  An 
investor  who  knows  the  tax-equivalent  yield  should  choose  the  investment  with 
the  best  "after-tax  return."  For  example,  a  taxpayer  in  the  28  percent  bracket  will 
find  that  a  10.0  percent  yield  on  a  corporate  bond  pays  the  same  after-tax  return 
as  a  tax-free  muni  earning  7.2  percent  [7.2  percent  =  0.10  x  (1.00  -  0.28)].  Thus, 
the  investor  would  have  to  earn  more  than  10  percent  on  a  taxable  investment 
to  equal  the  yield  on  this  particular  tax-exempt  bond.  The  two  formulas  for  tax- 
equivalent  yields  are  discussed  in  detail  on  page  81. 


When  to  Sell  Bonds 

In  a  few  distinct  instances,  a  bondholder  should  consider  selling  before  a  bond 
matures: 

•  When  interest  rates  have  dropped  and  you  can  profit.  When  interest  rates 
drop,  the  price  of  a  bond  necessarily  increases.  If,  for  example,  you  own  an  8 
percent  bond  and  interest  rates  decline  to  6  percent,  the  price  of  your  bond 
could  rise  to  $1333,  as  determined  by  Equation  (14.1).  You  may  wish  to  take 
your  profits  by  selling. 

•  When  the  bond  rating  has  seriously  slipped.  Despite  your  efforts  to  choose 
a  quality  bond,  unexpected  events  can  cause  a  bond's  rating  to  change.  Per- 
haps the  corporation  suffered  some  economic  setbacks,  or  the  municipality 
had  a  loss  in  taxing  authority.  Be  alert  to  any  changes  in  bond  ratings.  A 
decreased  bond  rating  can  mean  greater  financial  risk  and  a  lower  market 
price. 
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Select  a  Bond  in  Which  to  Invest 


The  process  of  selecting  a  bond  involves  the  follow- 
ing four  decisions: 

1.  Decide  on  risk  level.  The  level  of  financial  risk  is 
related  to  the  likely  rate  of  return;  the  safest 
bonds  offer  the  lowest  yields.  Securities  of  the 
U.S.  government  offer  virtually  no  risk.  For 
slightly  more  risk,  consider  the  highest-rated 
corporate  and  municipal  bonds.  Lower-rated 
bonds,  such  as  Baa  or  B,  offer  higher  yields  but 
carry  substantial  risk. 

2.  Decide  on  maturity.  Consider  the  time  schedule 
of  your  financial  needs.  Bonds  with  a  short 
maturity  generally  have  a  lower  current  yield 
but  greater  price  stability. 


Decide  on  tax  equivalents.  Carefully  consider 
the  impact  of  the  return  from  bonds  on  the 
total  income  taxes  to  be  paid.  As  shown  in 
Equations  (3.1)  and  (3.2),  tax-exempt  securities 
sometimes  offer  a  higher  after-tax  return  than 
taxable  alternatives. 

Select  the  highest  yield  to  maturity  (YTM). 
Given  similar  bond  securities  with  comparable 
risks,  maturity,  and  tax  equivalency,  investors 
should  choose  the  one  that  offers  the  highest 
yield  to  maturity  (YTM),  as  calculated  by  Equa- 
tion (14.3). 


When  you  definitely  expect  shifts  in  interest  rates.  Interest  rates  change 
continually,  but  some  events  clearly  suggest  that  substantial  changes  in  inter- 
est rates  are  forthcoming.  Perhaps  a  conservative  (or  liberal)  government  is 
elected;  perhaps  federal  budget  deficits  are  growing  larger  (or  smaller)  with 
corresponding  forecasts  of  greater  deficits  (or  surpluses)  in  the  future.  Your 
reaction  to  a  likely  interest-rate  shift  depends  on  the  types  of  bonds  you  own 
and  the  direction  of  the  shift.  If  you  expect  interest  rates  to  rise,  you  could 
sell  short-term  bonds  and  reinvest  the  proceeds  when  the  rates  have 
increased.  In  a  market  of  falling  interest  rates,  you  can  realize  capital  gains  by 
selling  bonds  with  higher  coupon  rates. 


iM  List  the  advantages  and 
disadvantages  of  investing 
in  bonds. 


Advantages  and  Disadvantages  of  Investing  in  Bonds 

The  advantages  and  disadvantages  of  investing  in  bonds  are  as  follows: 

Advantages 

•  Bonds  pay  higher  interest  rates  than  savings  accounts. 

•  Bonds  generally  offer  a  safe  return  of  principal. 

•  Bonds  usually  have  less  volatility  than  stocks. 

•  Bonds  offer  regular  income. 

•  It  costs  only  $1000  to  invest  in  bonds. 
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•  Management  of  bonds  is  fairly  easy  because  they  require  less  careful  atten- 
tion than  most  alternative  investments. 

•  Income  from  municipal  bonds  is  exempt  from  federal  income  taxes  and  pos- 
sibly from  state  and  local  taxes. 

Disadvantages 

•  Bonds  offer  no  hedge  against  inflation  because  inflation  causes  market  inter- 
est rates  to  rise.  In  turn,  bond  interest  rates  rise,  spurring  declines  in  bond 
prices. 

•  Bond  prices  can  be  quite  volatile  because  market  interest  rates  vary  after  a 
bond  has  been  issued. 

•  Compounding  (earning  interest  on  principal  and  interest)  is  almost  impos- 
sible because  most  bondholders  cannot  reinvest  dividends  to  receive  the  ben- 
efits of  compounding. 

•  Except  for  tax-exempt  bonds,  the  interest  and  capital  gains  on  bonds  are  sub- 
ject to  an  investor's  (perhaps  high)  marginal  tax  rate. 

•  Poor  marketability  may  exist  if  the  security  does  not  trade  frequently. 

•  Diversification  within  bonds  may  be  difficult  to  achieve  (at  $1000  each) 
because  proper  spreading  of  risk  requires  investing  in  several  different 
securities. 


Summary 

1.  Stocks  are  shares  of  ownership  in  the  assets 
and  earnings  of  a  business  corporation.  They 
are  initially  sold  to  investors  to  finance  cor- 
porate goals.  Stocks  represent  potential 
income  for  investors  because  stockholders 
own  a  stake  in  the  future  direction  of  the 
company.  Bonds  are  interest-bearing  nego- 
tiable certificates  of  long-term  debt  issued  by 
a  corporation,  a  municipality  (such  as  a  city 
or  state),  or  the  federal  government.  Bond 
investors  expect  to  receive  periodic  income 
every  six  months  in  the  form  of  interest;  in 
addition,  they  anticipate  receiving  the 
amount  originally  invested  when  the  bond 
matures. 

2.  In  the  study  of  stock  investments,  several 
important  terms  need  to  be  understood,  such 
as  earnings  per  share,  price/earnings  ratio, 
market  price,  and  preemptive  rights. 


3.  Stocks  can  be  classified  as  income  stocks 
(which  pay  higher-than-average  dividends), 
growth  stocks  (which  emphasize  growth  over 
income),  and  speculative  stocks.  Speculative 
stocks  may  have  a  spotty  earnings  record  or 
be  so  new  that  no  earnings  pattern  has 
emerged,  but  they  may  have  an  apparent 
potential  for  substantial  earnings  at  some 
time  in  the  future. 

4.  The  likelihood  of  dividends  and  the  poten- 
tial for  sharp  price  appreciation  are  perceived 
as  major  advantages  of  common  stock 
investments.  Disadvantages  include  financial 
risk,  market-volatility  risk,  and  the  time 
required  to  personally  manage  the  stock 
portfolio. 

5.  As  evidence  of  debt,  bonds  include  a  num- 
ber of  major  characteristics,  such  as  legal 
indenture,  denominations  of  value,  coupon 
rate,  maturity  time,  secured  or  unsecured, 
senior  or  subordinated,  registered  or  bearer, 
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sinking  fund,  callability,  warrants,  and  con- 
vertibility. 

6.  Three  general  types  of  bonds  are  available: 
corporate  bonds  (issued  by  private  compa- 
nies), U.S.  government  securities  (virtually 
risk-free,  with  interest  income  that  is  exempt 
from  state  and  local  income  taxes),  and 
municipal  bonds  (whose  interest  income  is 
exempt  from  federal  income  taxes). 

7.  Before  investing  in  bonds,  the  investor 
should  consider  both  the  price  and  yield  of  a 
bond.  These  measures  are  functions  of  cur- 
rent market  interest  rates,  prices  for  similar 
bonds,  the  current  yield,  and  the  yield  to 
maturity. 

8.  Advantages  of  investing  in  bonds  include 
higher  interest  rates  than  on  savings 
accounts,  safe  return  of  principal,  regular 
income,  and  ease  of  management.  Disadvan- 
tages include  the  ability  of  interest-rate 
movements  to  affect  the  market  price  of  a 
bond  before  it  reaches  maturity,  the  lack  of 
appreciation  of  the  principal,  and  the  lack  of 
compounded  interest. 


Key  Words  &  Concepts 
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P/E  ratio      399 

registered  bonds      410 

retained  earnings      397 

secondary  market      412 


shareholder      395 
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zero-coupon  bonds      416 


Questions  for  Thought  &  Discussion 

1.  Explain  how  common  stocks  represent  own- 
ership to  the  investor. 

2.  Summarize  the  differences  between  common 
and  preferred  stock. 

3.  Explain  the  general  characteristics  of  a  fixed- 
asset  investment,  and  give  examples  of  such 
investments. 

4.  Summarize  the  kinds  of  capitalization  it 
takes  to  start  up  and  operate  a  new  corpora- 
tion. 

5.  What  does  the  price/earnings  ratio  mean, 
and  how  would  you  interpret  a  P/E  ratio  of  8 
to  1? 

6.  Explain  why  one  company  might  have  a  div- 
idend payout  ratio  of  0.65  and  another  a 
ratio  of  0.30. 

7.  Explain  the  likely  relationship  of  the  market 
price  of  a  stock  with  its  par  value  and  its 
book  value  per  share. 

8.  What  effect  do  stock  dividends  have  on  the 
individual  investor  who  already  owns  shares 
of  stock  in  a  company? 

9.  Identify  a  reason  why  some  companies 
undertake  stock  splits. 

10.  Discuss  the  value  of  voting  rights  for  a  stock- 
holder. 

11.  Differentiate  between  growth  stocks  and 
speculative  stocks. 

12.  Explain  why  a  particular  growth  stock  could 
also  be  called  a  cyclical  stock. 

13.  Identify  two  advantages  and  two  disadvan- 
tages of  investing  in  common  stock. 

14.  List  three  guidelines  on  when  to  sell  stocks. 
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15.  Explain  how  indentures  work  and  why  gov- 
ernment bonds  do  not  include  them. 

16.  Explain  the  difference  between  a  senior 
debenture  and  a  subordinated  debenture. 

17.  Describe  a  situation  in  which  a  bond  issuer 
would  exercise  a  bond's  callable  feature. 

18.  Explain  why  some  bonds  include  warrants. 

19.  What  is  the  value  of  having  a  convertible 
bond? 

20.  Compare  and  contrast  the  three  general 
types  of  bonds. 

21.  What  are  junk  bonds,  and  why  do  people 
invest  in  them? 

22.  Summarize  the  differences  among  Treasury 
bills,  notes,  and  bonds. 

23.  Distinguish  between  the  two  most  popular 
types  of  municipal  bonds. 

24.  What  tax  characteristic  is  unique  to  munici- 
pal bonds? 

25.  Explain  how  zero-coupon  bonds  work  and 
which  types  of  investors  might  be  attracted 
to  them. 

26.  Why  might  an  investor  in  bonds  be  con- 
cerned about  interest-rate  risk? 

27.  Explain  how  changes  in  market  interest  rates 
cause  bonds  to  be  sold  at  a  premium  or  at  a 
discount. 

28.  Explain  how  bonds  have  a  variable  value  and 
a  fixed  yield. 

29.  Summarize  how  the  principal  on  an 
inflation-indexed  savings  bond  can  increase 
over  the  life  of  the  bond,  and  explain  why  it 
is  important  to  the  investor. 

30.  What  is  the  difference  between  current  yield 
and  yield  to  maturity? 

31.  Give  a  mathematical  example  (different  from 
the  text  illustration)  of  how  to  estimate  the 
selling  price  of  a  bond  after  interest  rates 
have  changed. 

32.  List  some  advantages  and  disadvantages  of 
investing  in  bonds. 

33.  Describe  three  situations  in  which  it  may  be 
wise  to  sell  bonds. 


ECISION-MAKING  CASES 


Case  1    Two  Sisters'  Attitudes 
Toward  Investments 

Ellen  Daniel,  an  English  instructor  in  Searcy, 
Arkansas,  has  purchased  several  types  of  bonds 
over  the  years,  and  her  total  bond  investment 
now  exceeds  $40,000.  She  prefers  a  variable-value 
and  fixed-yield  investment.  Her  sister  Mary,  a 
physician,  has  more  than  $50,000  invested  in  var- 
ious blue-chip  income  common  stocks  in  a  variety 
of  industries. 

(a)  Justify  Ellen's  attitude  toward  bond 
investments. 

(b)  Justify  Mary's  attitude  toward  stock 
investments. 


Case  2    A  College  Student  Ponders 

Investing  in  the  Stock  Market 

Richard  Ford  of  Athens,  Georgia,  has  $5000  that 
he  wants  to  invest  in  the  stock  market.  Richard  is 
in  college  on  a  scholarship  and  does  not  plan  on 
needing  the  $5000  or  any  dividend  income  for 
another  five  years,  when  he  plans  to  buy  a  new 
automobile.  Richard  is  currently  considering  a 
stock  selling  for  $25  with  an  EPS  of  $1.25.  Last 
year,  the  company  earned  $900,000,  of  which 
$250,000  was  paid  out  in  dividends. 

(a)  What  classification  of  common  stock  would 
you  recommend  to  Richard?  Why? 

(b)  Calculate  the  price/earnings  ratio  and  the 
dividend  payout  ratio  for  this  stock.  Given 
this  information  and  your  recommendation, 
would  this  stock  be  an  appropriate  purchase 
for  Richard?  Why? 

(c)  Identify  the  components  of  the  total  return 
Richard  might  expect,  and  estimate  how 
much  he  might  expect  annually  from  each 
component. 

Case  3    An  Aggressive  Investor  Seeks  Rewards 
in  the  Bond  Market 

Karen  Varcoe,  who  is  single,  works  as  a  drug  man- 
ufacturer's representative  based  in  Riverside,  Cali- 
fornia. She  is  an  aggressive  investor  who  believes 
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that  interest  rates  will  drop  over  the  next  year  or 
two  because  of  an  economic  slowdown.  Karen 
wants  to  profit  in  the  bond  market  by  buying  and 
selling  during  the  next  several  months.  She  has 
asked  your  advice  on  how  to  invest  her  $15,000. 

(a)  If  Karen  buys  corporate  or  municipal  bonds, 
what  rating  should  her  selections  have? 
Why? 

(b)  Karen  has  a  choice  between  two  comparable 
$1000  corporate  bonds:  one  with  a  coupon 
rate  of  8.4  percent,  and  a  convertible  bond 
with  a  coupon  rate  of  8  percent.  The  con- 
vertible right  allows  the  owner  to  purchase 
30  shares  of  Running  Paws  common  stock 
with  a  current  market  price  of  $30  over  the 
next  five  years.  Which  bond  is  the  better 
choice  for  Karen?  What  assumptions  about 
the  market  price  of  the  stock  did  you  make? 

(c)  If  Karen  buys  15  30-year,  $1000  corporate 
bonds  with  an  8.5  percent  coupon  rate  for 
$960  each,  what  is  her  current  yield?  [Hint: 
Use  Equation  (14.2).] 

(d)  If  market  interest  rates  for  comparable  bonds 
drop  2  percent  over  the  next  12  months 
(from  8.5  percent  to  6.5  percent),  what  will 
be  the  approximate  market  price  of  each  of 
Karen's  bonds  in  (c)?  [Hint:  Use  Equation 
(14.1).] 

(e)  Assuming  rates  drop  2  percent  in  12  months, 
how  much  is  Karen's  capital  gain  on  the 
$15,000  investment  if  she  sells?  How  much 
was  her  current  return  for  the  two  semian- 
nual interest  payments?  How  much  was  her 
total  return,  both  in  dollars  and  as  an  annual 
yield?  (Ignore  transaction  costs.) 

(f)  If  Karen  is  wrong  in  her  projections  and 
interest  rates  go  up  1  percent  over  the  year, 
what  would  be  the  probable  market  price  of 
each  of  her  bonds?  [Hint:  Use  Equation 
(14.1).]  Explain  why  you  would  advise  her  to 
sell  or  not  to  sell. 


inancial  Math  Questions 

1.  A  stock  sells  at  $15  per  share. 

(a)  What  is  the  EPS  for  the  company  if  it  has 
a  P/E  ratio  of  20? 

(b)  If  the  company's  dividend  yield  is  5  per- 
cent, what  is  its  dividend  per  share? 

(c)  What  is  the  book  value  of  the  company  if 
the  price-to-book  ratio  is  1.5  and  it  has 
100,000  shares  of  stock  outstanding? 

2.  What  is  the  market  price  of  a  $1000,  20-year, 
8.8  percent  bond  if  comparable  market  inter- 
est rates  drop  to  7.0  percent? 

3.  What  is  the  market  price  of  a  $1000,  20-year, 
8.3  percent  bond  if  comparable  market  inter- 
est rates  drop  to  7.0  percent? 

4.  What  is  the  market  price  of  a  $1000,  20-year, 
8.8  percent  bond  if  comparable  market  inter- 
est rates  rise  to  9.6  percent? 

5.  What  is  the  market  price  of  a  $1000,  20-year, 
8.3  percent  bond  if  comparable  market  inter- 
est rates  rise  to  9.6  percent? 

6.  What  is  the  tax-equivalent  yield  of  a  munici- 
pal bond  paying  5.4  percent  for  a  taxpayer  in 
the  28  percent  tax  bracket? 

7.  What  is  the  tax-equivalent  yield  of  a  munici- 
pal bond  paying  5.7  percent  for  a  taxpayer  in 
the  3 1  percent  tax  bracket? 

8.  What  is  the  tax-equivalent  yield  of  a  corpo- 
rate bond  paying  8.7  percent  for  a  taxpayer 
in  the  28  percent  tax  bracket? 

9.  A  corporate  bond  maturing  in  20  years  with 
a  coupon  rate  of  8.9  percent  was  purchased 
for  $980. 

(a)  What  is  its  current  yield? 

(b)  What  will  its  selling  price  be  if  compara- 
ble market  interest  rates  drop  2  percent 
in  two  years? 

(c)  Calculate  the  bond's  YTM  using  Equation 
(14.3)  or  the  Gannan/Forgue  Web  site. 

10.  A  corporate  bond  maturing  in  18  years  with 
a  coupon  rate  of  8.2  percent  was  purchased 
for  $1100. 


(a)  What  is  its  current  yield? 
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(b)  Calculate  the  bond's  YTM  using  Equation 
(14.3)  or  the  Garman/Forgiie  Web  site. 

(c)  What  will  the  bond's  selling  price  be  if 
comparable  market  interest  rates  rise  1.5 
percent  in  two  years? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Hernandez 
Wonder  about  Investing 

Victor  and  Maria  are  considering  making  invest- 
ments in  stocks  and  bonds.  They  plan  to  invest 
between  $8000  and  $9000  every  year  for  the  next 
13  years. 

1.  Why  should  Victor  and  Maria  consider  buy- 
ing common  stock  as  an  investment? 

2.  Advise  Victor  and  Maria  on  major  cautions 
they  should  observe  when  investing  in  com- 
mon stocks. 

3.  If  Victor  and  Maria  bought  a  stock  with  a 
market  price  of  $50  and  a  beta  value  of  1.8, 
what  would  be  the  likely  price  of  an  $8000 
investment  after  one  year  if  the  general  mar- 
ket for  stocks  rose  20  percent? 

4.  What  would  the  same  investment  be  worth 
if  the  general  market  for  stocks  dropped  20 
percent? 

5.  Advise  Victor  and  Maria  on  major  cautions 
they  should  observe  when  investing  in 
bonds. 


6.  Assume  that  Victor  and  Maria  bought  $8000 
in  13-year  bonds  with  a  coupon  rate  of  8 
percent  and  that  interest  rates  dropped  to  7 
percent  after  one  year.  What  is  the  approxi- 
mate current  price  of  their  bonds  if  they 
were  to  sell?  [Hint:  Use  Equation  (14.1)  or 
visit  the  Garman/Forgue  Web  site.] 

7.  If  inflation  averages  5  percent  for  the  next  13 
years  and  their  $8000  bond  is  redeemed  by 
the  issuer,  how  much  buying  power  will  the 
Hernandez  family  have  with  their  $8000? 

The  Johnsons  Want 

Greater  Yields  on  Investments 

Harry  and  Belinda  Johnson  have  saved  $6000 
toward  a  down  payment  on  a  very  expensive  lux- 
ury automobile  they  hope  to  purchase  in  the  next 
three  to  five  years.  Because  they  are  not  receiving 
a  very  high  return  on  their  money  market 
account,  they  are  seeking  greater  yields  with  bond 
investments.  Examine  the  table  below,  which 
identifies  eight  investment  alternatives,  and  then 
respond  to  the  questions  that  follow. 

1.  What  is  the  current  yield  of  each  investment 
alternative?  Use  Equation  (14.2)  or  visit  the 
Garman/Forgue  Web  site.  (Write  your 
responses  in  the  proper  column  in  the  table.) 

2.  What  is  the  yield  to  maturity  for  each  invest- 
ment alternative?  (Write  your  responses  in 
the  proper  column  in  the  table.)  You  may 
calculate  the  YTMs  using  Equation  (14.3)  or 
visiting  the  Garman/Forgue  Web  site. 


Coupon 

Years  Until 

Moody's 

Name  of  Issue 

Denomination 

Rate% 

Maturity 

Rating 

Corporate  ABC 

$1000 

9.0 

4 

Aa 

Corporate  DEF 

1000 

9.5 

20 

Aa 

Corporate  GHI 

1000 

8.4 

12 

Baa 

Corporate  JKL 

1000 

8.8 

5 

Aaa 

Corporate  MNO 

1000 

10.1 

15 

B 

Corporate  PQR 

1000 

6.0 

11 

B 

Treasury  Note 

1000 

8.1 

3 

— 

Municipal  Bond 

1000 

6.6 

20 

Aa 

Price 

$980 
1020 
735 
990 
820 
450 
995 
960 


Current 
Yield 


YTM 
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3.  Knowing  that  the  Johnsons  follow  a  moder- 
ate investment  philosophy,  which  one  of  the 
six  corporate  bonds  would  you  recommend? 
Why? 

4.  Given  that  the  Johnsons  are  in  the  28  per- 
cent federal  marginal  tax  bracket,  what  is  the 
tax-equivalent  yield  for  the  municipal  bond 
choice?  Should  they  invest  in  your  recom- 
mendation in  question  3  or  in  the  municipal 
bond?  Why?  You  may  calculate  tax- 
equivalent  yields  using  the  formulas  on  page 
423. 

5.  Which  three  of  the  eight  alternatives  would 
you  recommend  as  a  group  so  that  the  John- 
sons would  have  some  protection  for  their 
$6000  because  of  diversification?  Why  do 
you  suggest  that  combination? 

6.  Assume  that  the  Johnsons  bought  all  three  of 
your  recommendations  in  question  5.  If  mar- 
ket interest  rates  drop  by  2  percent  in  two 
years  (for  example,  from  9.4  percent  to  7.4 
percent),  what  are  your  recommendations  for 
buying  or  selling  each  alternative?  Why? 
Support  your  answer  by  calculating  the  sell- 
ing price  for  each  bond  using  Equation 
(14.1)  or  visiting  the  Garman/Forgue  Web  site. 


^ 


Exploring  the  World  Wide 
Web  of  Personal  Finance 


To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Visit  Quicken's  Stock  Search  Web  page. 
Search  for  stocks  with  a  five-year  price/earn- 
ings ratio  growth  rate  exceeding  50  percent, 
$5  billion  or  more  capitalization,  and  a  P/E 
ratio  from  0  to  10.  How  many  companies 


meet  these  criteria?  Select  again  using  a  P/E 
ratio  from  0  to  20.  How  many  companies 
meet  this  new  criteria?  Why  is  this  list 
longer?  Do  you  recognize  any  of  the  compa- 
nies on  either  list? 

2.  Visit  the  Stock  Evaluator  Web  site  for 
Quicken.  Type  in  the  symbols  for  the  follow- 
ing companies:  Coca-Cola  (KO),  General 
Motors  (GM),  Microsoft  (MSFT),  and  Disney 
(DIS).  Evaluate  the  four  on  the  basis  of  earn- 
ings per  share,  dividend  yield,  price/earnings 
ratio,  and  five-year  earnings  per  share 
growth.  What  do  these  data  suggest  to  you 
about  the  relative  attractiveness  of  these 
companies  for  investors? 

3.  Visit  the  Web  site  for  Checkfree  Investment 
Services.  Click  on  "quotes"  to  obtain  current 
price  quotes  on  the  companies  from  ques- 
tion 2.  At  the  right  of  the  price  quotes  is  a 
box  from  which  you  can  select  "price  his- 
tory." Which  of  the  four  has  seen  the  best 
stock  price  appreciation  over  the  past  year? 

4.  Visit  the  Web  site  for  the  Bureau  of  Public 
Debt  of  the  Federal  Treasury  Department, 
where  you  will  find  the  results  of  recent  auc- 
tions for  Treasury  notes  and  bonds.  What  do 
the  results  of  auctions  over  the  past  year  tell 
you  about  market  expectation  for  movement 
of  interest  rates  in  the  future?  (Hint:  Com- 
pare auction  rates  for  bonds  and  notes  with 
similar  maturity  periods.) 

5.  Visit  CNN's  Financial  News  Web  site.  Click 
on  "industry  watch"  and  select  one  industry 
sector  to  review.  Browse  through  the  finan- 
cial news  articles  on  that  sector  for  informa- 
tion about  its  recent  and  prospective  results 
for  investors. 

6.  Visit  the  Web  site  for  The  Motley  Fool.  Com- 
pare the  information  provided  in  the  "13 
Steps  to  Foolish  Investing"  with  information 
in  this  text  chapter.  Develop  a  list  of  five  key 
points  every  beginning  investor  in  stocks 
and  bonds  should  know. 


Investing  Through 
Mutual  Funds 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Identify  why  people 
invest  in  mutual  funds. 


A    Distinguish  among  the 
four  major  objectives  of 
mutual  funds. 


■1    Classify  mutual  funds  by 
portfolio. 


ll    List  the  unique  benefits 
of  mutual  funds. 


Q 


Explain  how  to  select  a 
mutual  fund  in  which  to 
invest. 


■J    Describe  the  various 
charges  and  fees  associated 
with  investing  in  mutual 
funds. 


M    Recognize  valid  reasons 
for  selling  a  mutual  fund 
investment. 


utual  funds  are  the  most  common  form  of  investment  company  in  the 
United  States.  An  investment  company  is  a  corporation,  trust,  or  part- 
nership in  which  investors  with  similar  financial  goals  pool  their  funds  to 
utilize  professional  management  and  to  diversify  their  investments  in  securities 
and  other  investments.  Spreading  the  risk  enables  an  occasional  loss  in  one 
investment  to  be  offset  by  profits  from  many  other  investments.  A  mutual  fund 
is  an  investment  company  that  combines  the  funds  of  investors  who  have  pur- 
chased shares  of  ownership  in  the  investment  company  and  then  invests  that 
money  in  a  diversified  portfolio  of  securities  issued  by  other  corporations  or  gov- 
ernments. Figure  15.1  on  the  following  page  graphically  illustrates  the  concept 
of  mutual  funds. 

This  chapter  examines  the  appeal  and  logic  of  mutual  funds  as  an  invest- 
ment. We  first  explain  why  people  might  want  to  invest  in  a  mutual  fund.  We 
then  distinguish  among  the  major  objectives  of  mutual  funds  and  classify  them 
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Figure  15.1 


How  a  Mutual  Fund  Works 

Investors 
(Shareholders) 


Mutual  Fund 

(Investment  Company) 


Diversified  Portfolio 
of  Securities 


Purchase 
shares  in 


according  to  their  portfolio  holdings.  Next,  we  discuss  unique  benefits  of  mutual 
funds.  After  describing  the  various  fees  and  charges  that  add  to  the  cost  of  invest- 
ing, we  summarize  advantages  and  disadvantages  of  mutual  funds.  A  number  of 
key  questions  on  how  to  go  about  selecting  a  mutual  fund  are  addressed  as  well. 
The  last  section  discusses  when  to  sell  shares  in  a  mutual  fund. 


\M    Identify  why  people 
invest  in  mutual  funds. 


Reasons  for  Investing  Through  Mutual  Funds 

About  half  of  all  working  adults  currently  invest  through  mutual  funds — the 
highest  proportion  in  history.  Growth  in  this  type  of  investment  has  been 
spurred  by  several  factors:  newer  and  more  attractive  types  of  funds  have  been 
created;  many  funds  carry  few  or  no  sales  charges;  some  have  performed  much 
better  than  the  average  common  stock;  and  widespread  marketing  efforts  have 
been  used  to  promote  mutual  funds.  In  addition,  selecting  a  mutual  fund 
through  which  to  invest  is  much  easier  than  selecting  specific  stocks  or  bonds 
(topics  discussed  in  Chapter  14).  In  fact,  it  is  a  relatively  simple  task  to  identify 
a  mutual  fund  that  has  investment  objectives  similar  to  your  own.  Experts  agree 
that  mutual  funds  represent  appropriate  investment  choices  for  both  beginning 
and  sophisticated  investors.  The  intelligent  investor  in  mutual  funds,  using  com- 
mon sense  and  a  little  knowledge  of  the  world  of  investments,  can  "perform 
with  the  pros." 

The  kind  of  mutual  fund  in  which  most  people  invest  is  called  an  open-end 
investment  company  because  it  is  always  ready  to  sell  new  shares  of  ownership 
in  the  investment  company  and  to  buy  back  previously  sold  shares  at  the  fund's 
current  market  value.  Today  more  mutual  funds  exist  (more  than  11,000)  than 
companies  listed  on  the  New  York  Stock  Exchange  (approximately  1450), 
although  the  funds  hold  only  about  10  percent  of  the  nation's  corporate  stocks. 
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About  90  percent  of  all  mutual  funds  are  open-end  funds,  which  are  the  focus  of 
this  chapter.*  Shares  can  be  purchased  from  the  mutual  fund  itself,  from  a  finan- 
cial planner,  from  a  bank,  or  through  a  brokerage  firm;  shares  can  always  be  sold 
back  to  the  fund.  Thus,  no  trading  occurs  among  individual  investors. 


Mutual  Funds  Dispense  Profits  to  Investors 

All  investment  companies  operate  in  a  similar  manner.  They  pool  funds 
obtained  by  selling  shares  to  investors  and  then  make  investments  in  particular 
stocks  and  bonds  to  achieve  the  financial  goal  of  income  or  growth  (or  some- 
times both).  Stocks  are  shares  of  ownership  in  the  assets  and  earnings  of  a  busi- 
ness corporation,  such  as  General  Motors,  IBM,  Sears,  or  Running  Paws  Catfood 
Company.  Bonds  are  interest-bearing  negotiable  certificates  of  long-term  debt 
(often  ten  to  30  years)  issued  by  a  corporation,  municipality  (such  as  a  city  or 
state),  or  the  federal  government.  For  example,  General  Motors  might  sell  bonds 
to  finance  the  development  of  a  new  line  of  automobiles,  and  the  U.S.  govern- 
ment might  sell  bonds  to  refinance  the  national  debt. 

The  challenges  of  security  selection  and  portfolio  management  are  taken  on 
by  the  professional  mutual  fund  managers.  A  portfolio  comprises  a  collection  of 
securities  (such  as  stocks  and  bonds)  and  other  investment  alternatives  chosen 
to  achieve  a  particular  investment  goal.  Management  typically  retains  the  vot- 
ing rights  to  elect  a  mutual  fund's  board  of  directors,  and  investors  pay  a  fee  for 
the  management  service.  Mutual  funds,  which  operate  as  regulated  investment 
companies,  distribute  virtually  all  of  their  income  annually  to  avoid  paying 
income  tax  on  the  earnings. 


Investors  Expect  Dividend  Income 

The  first  type  of  return  expected  by  the  investor  in  mutual  funds  is  mutual  fund 
dividends — that  is,  income  paid  to  investors  out  of  profits  earned  by  the  mutual 
fund.  An  investor  in  a  profitable  mutual  fund  receives  a  mutual  fund  dividend 
check  that  represents  both  ordinary  income  dividend  distributions  and  capital 
gains  distributions.  Ordinary  income  dividend  distributions  occur  when  the 
fund  distributes  dividend  income  that  has  been  received  from  securities  owned 
and  interest  from  any  net  operating  revenues.  These  distributions  to  the  fund 
shareholders  may  be  made  on  a  monthly,  quarterly,  or  annual  basis.  A  capital 
gains  distribution  represents  the  net  gains  (capital  gains  minus  capital  losses) 
that  a  fund  realizes  on  its  sale  of  securities  from  its  portfolio  during  the  year. 
Capital  gains  distributions  are  usually  made  on  an  annual  basis. 

Because  both  types  of  distributions  represent  investment  income  to  the 
shareholders,  mutual  fund  investors  must  pay  personal  income  taxes  on  such 
short-  and/or  long-term  gains.  Taxes  on  these  earnings  can  be  deferred  while 
those  amounts  are  kept  in  an  IRS-qualified  tax-sheltered  retirement  account  (as 

A  second  type  of  mutual  fund  is  a  closed-end  investment  company,  which  issues  a  limited  and 
fixed  number  of  shares  and  does  not  buy  them  back.  Thus,  after  the  original  issue  is  sold,  the 
price  of  a  share  depends  upon  the  performance  of  the  investment  trust  company  in  particular 
and  market  conditions  in  general.  Closed-end  shares  are  traded  much  like  the  common  stock  or 
bonds  of  a  corporation. 
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discussed  in  Chapter  18),  and  avoided  when  the  earnings  represent  interest  from 
municipal  bonds  (which  is  tax-exempt  from  federal  income  tax  and  sometimes 
from  state  income  tax). 


Investors  Expect  Price  Appreciation 

The  investor  in  mutual  funds  also  expects  a  return  in  the  form  of  price  appreci- 
ation. The  investor  hopes  that  the  market  value  of  the  mutual  fund — known  as 
the  NAV — will  increase.  Net  asset  value  (NAV)  is  the  current  market  value  of  one 
share  in  a  mutual  fund.  It  is  calculated  by  adding  the  value  of  all  securities  in  a 
fund's  portfolio,  subtracting  expenses,  and  then  dividing  the  total  by  the  num- 
ber of  shares  outstanding.  A  fund's  accountants  calculate  the  NAV  at  the  end  of 
each  business  day  by  totaling  the  market  value  of  the  stocks,  bonds,  and  cash, 
adding  in  the  day's  worth  of  interest  and  dividends,  and  subtracting  that  day's 
worth  of  management  expenses.  The  NAV  is  similar  to  the  market  price  of  a 
stock  in  that  it  rises  or  falls  with  the  success  of  the  investments  of  the  mutual 
fund  company.  A  mutual  fund  always  sells  and  buys  back  its  shares  at  the  NAV, 
plus  or  minus  any  sales  charges  or  fees.  The  business  section  of  most  newspapers 
publishes  mutual  funds  NAVs  every  day. 

For  example,  if  your  mutual  fund  owns  IBM  and  General  Electric  common 
stocks  and  the  market  values  of  those  two  companies  increase,  the  rising  prices 
will  push  up  the  worth  of  the  mutual  fund.  The  increased  value  of  the  underly- 
ing securities  is  directly  reflected  in  the  net  asset  value  of  fund  shares.  Techni- 
cally, such  increases  in  the  NAV  represent  unrealized  capital  gains  because  at 
this  point  they  are  only  "paper  profits"  on  the  accounts  of  the  mutual  fund.* 
Logically,  the  mutual  fund  company  desires  to  remain  invested  in  a  number  of 
quality  stocks  and  bonds  whose  values  are  still  growing.  These  unrealized  capi- 
tal gains,  when  not  distributed,  will  continue  to  increase  the  mutual  fund's  NAV. 
The  individual  mutual  funds  investor  profits  from  the  gains  in  the  NAV  by  sell- 
ing shares  after  the  NAV  has  risen.  When  realized,  such  gains  are  considered  tax- 
able income  to  individual  investors  (again  unless  the  money  is  kept  in  an 
IRS-qualified  tax-sheltered  retirement  account,  discussed  in  Chapter  18). f 


A    Distinguish  among  the 
four  major  objectives  of 
mutual  funds. 


The  Different  Objectives  of  Mutual  Funds 

A  mutual  fund's  objectives  must  be  stated  in  its  prospectus.  This  legally  pre- 
scribed written  disclosure  to  the  Securities  and  Exchange  Commission  (SEC)  and 
prospective  investors  details  pertinent  operational  and  financial  facts  about  a 
corporation,  including  the  experience  of  its  management,  its  financial  status, 
any  anticipated  legal  matters  that  could  affect  the  company,  and  potential  risks 


When  such  gains  are  "realized"  by  the  mutual  fund  company,  they  are  paid  to  fund  investors  as 
capital  gains  distributions.  Note  also  that  when  a  fund  pays  a  capital  gain  distribution,  the  fund's 
NAV  is  reduced  accordingly.  If  no  distribution  occurs,  the  NAV  is  not  reduced,  and  shareholders 
do  not  have  a  tax  liability. 

The  capital  gain,  if  any,  will  consist  of  the  difference  between  the  basis  on  the  shares  redeemed 
and  the  amount  of  the  redemption.  The  basis  is  the  price  paid  for  the  shares,  plus  all  reinvested 
dividends  and  capital  gains  distributions. 
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Mutual  funds  investors  should  think  about  two  pos- 
sible tax  consequences  before  purchasing  or  selling. 

First,  unlike  stocks  that  incur  a  taxable  event 
only  when  shares  are  sold  or  a  dividend  is  paid, 
mutual  fund  investors  have  tax  liabilities  every 
year,  regardless  of  whether  they  sold  shares.  This 
occurs  because  mutual  funds  are  required  to  distrib- 
ute the  bulk  of  the  capital  gains,  along  with  divi- 
dend or  interest  income.  Thus,  when  considering 
investing  in  a  mutual  fund,  especially  toward  the 
end  of  the  calendar  year,  you  should  check  with  the 
mutual  fund  company  about  any  planned  year-end 
capital  gains  distributions.  If  the  fund  expects  to 
make  a  significant  payout,  consider  waiting  until 
just  after  the  distribution,  known  as  the  record  date, 
before  making  your  investment.  On  the  record 
date,  investors  who  own  shares  receive  the  capital 
gains  distribution.  If  you  invest  before  this  date,  two 
things  may  occur:  (1)  you  will  owe  income  taxes  on 
the  capital  gains  distribution  even  though  it  is  just  a 


paper  gain,  and  (2)  the  fund's  share  price  typically 
will  drop  by  an  amount  equal  to  the  payout. 

Second,  when  selling  mutual  funds  shares,  take 
the  time  to  review  which  shares  might  be  the  best 
ones  to  sell.  Assuming  good  recordkeeping,  you 
might  specifically  sell  those  shares  that  result  in  the 
lowest  tax  liability.  For  example,  you  might  want  to 
sell  losers  and  take  those  capital  losses  against  other 
funds  sold  for  a  profit.  If  you  do  not  know  the 
prices  paid  for  various  shares,  you  will  have  to  use 
the  average  cost  basis  method  to  determine  capi- 
tal gain  or  loss,  where  an  investor  uses  the  average 
price  paid  for  all  of  his  or  her  shares.  Mutual  fund 
companies  can  provide  that  figure. 

You  do  not  have  to  be  concerned  about  these 
mutual  fund  income  tax  liability  possibilities  if 
your  transactions  are  made  within  a  tax-qualified 
retirement  plan,  pertain  to  tax-sheltered  mutual 
fund  purchases,  or  involve  a  relatively  small  num- 
ber of  shares  that  will  result  in  minimal  taxes. 


of  investing  in  the  corporation.  Such  a  prospectus  also  identifies  one  of  four 
major  objectives  for  the  fund:  (1)  income,  (2)  long-term  growth,  (3)  growth  and 
income,  and  (4)  balanced.  A  fund's  objectives  should  reflect  the  individual 
investor's  investment  objectives,  time  horizon,  and  tolerance  for  risk. 

Funds  with  a  Current  Income  Objective 

A  mutual  fund  that  has  income  as  its  primary  focus  aims  almost  exclusively  to 
earn  a  high  level  of  current  interest  and  dividends  from  the  investments  in  its 
portfolio.  Long-term  capital  gains  represent  a  secondary  consideration.  Such  a 
mutual  fund  would  purchase  investment-quality  corporate  bonds,  preferred 
stocks,  and  blue-chip  income  stocks.  It  typically  provides  the  investor  with  a 
high  income  dividend  and  very  little  likelihood  of  long-term  price  appreciation 
in  its  NAV. 


Funds  with  a  Long-Term  Growth  Objective 

A  mutual  fund  with  a  growth  objective  focuses  on  long-term  growth  in  the 
value  of  the  securities  (price  appreciation)  held  in  its  portfolio  rather  than  a 
flow  of  dividends.  Such  a  fund  buys  and  holds  the  common  stocks  of  growing 


436 


PART   4     Investment  Planning 


companies  whose  earnings  are  expected  to  increase  at  a  better-than-average  rate 
under  all  economic  conditions.  These  firms  (such  as  Wal-Mart,  Microsoft,  and 
Coca-Cola)  tend  not  to  declare  cash  dividends  but  instead  reinvest  most  of  their 
earnings  to  facilitate  future  growth.  Stocks  of  such  companies  generally  increase 
in  price  over  long  periods  of  time,  which  consequently  pushes  up  the  mutual 
fund's  NAV.  Funds  with  a  growth  objective  strive  to  provide  a  very  good  total 
return  for  the  investor  who  is  willing  to  accept  some  risk.  The  return  should 
take  the  form  of  small  income  dividends  and  long-term  appreciation  in  NAV. 

Funds  with  a  Growth  and  Income  Objective 

A  mutual  fund  whose  objective  is  a  combination  of  growth  and  income  aims  for 
an  above-average  return — that  is,  one  not  as  low  as  that  offered  by  funds  with  an 
income  objective  nor  as  high  as  that  offered  by  funds  with  a  growth  objective. 
The  portfolio  of  such  a  fund  would  include  a  variety  of  securities,  with  an 
emphasis  on  common  stocks.  The  return  should  take  the  form  of  some  income 
dividends  and  long-term  price  appreciation  in  the  fund's  NAV. 

Funds  with  a  Balanced  Objective 

Mutual  funds  with  a  balanced  objective  typically  emphasize  preservation  of  the 
invested  capital  along  with  moderate  growth  and  income.  The  objectives  of 
growth  and  income  vary  according  to  economic  times,  but  stability  remains  a 
paramount  concern  in  a  portfolio  of  stocks  and  bonds  (typically  held  in  a  60:40 
ratio).  The  portfolio  might  include  many  blue-chip  growth  stocks  and  high- 
quality  bonds  to  ensure  a  flow  of  income.  The  return  should  take  the  form  of 
some  income  dividends  and  long-term  price  appreciation  in  its  NAV. 


J    Classify  mutual  funds 
by  portfolio. 


Classification  of  Mutual  Funds 
According  to  Their  Portfolios 


The  thousands  of  different  mutual  funds  available  mean  that  some  fund  will  fit 
almost  every  investor's  needs.  Each  mutual  fund  tries  to  achieve  its  investment 
objectives  by  selecting  securities  from  a  wide  range  of  investment  opportunities. 
Sometimes  funds  are  classified  according  to  the  four  objectives  described  earlier, 
but  they  may  also  be  categorized  on  the  basis  of  their  portfolio  holdings. 


Common  Stock  Funds 

Many  diversified  mutual  funds  include  only  common  stocks  in  their  portfolios. 
The  primary  objective  of  a  common  stock  fund  is  to  increase  its  net  asset  value 
over  the  long  term  through  price  appreciation  of  the  securities  in  its  portfolio. 
Several  types  of  common  stock  funds  pursue  this  goal. 

Aggressive  Growth  Funds  An  aggressive  growth  fund,  also  widely  known  as  a 
maximum  capital  gains  fund,  seeks  the  greatest  long-term  capital  appreciation 
and  incurs  the  greatest  fluctuation  in  the  price  of  its  shares.  It  does  not  empha- 
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size  income  dividends,  but  relies  primarily  on  NAV  appreciation  to  produce  a 
return.  Holdings  could  involve  small  companies  whose  share  prices  are  more 
volatile  than  the  norm,  such  as  rapidly  growing  companies,  firms  developing 
new  technologies,  and  other  emerging  businesses  with  good  long-term  profit 
potential,  located  both  in  the  United  States  and  abroad.  Such  funds  often 
employ  high-risk  investment  techniques,  such  as  borrowing  money  for  leverage, 
short  selling,  hedging,  and  options  (see  Chapter  17).  Popular  maximum  capital 
gains  funds  include  Kaufmann,  Enterprise  Capital  Appreciation,  Thomson 
Opportunity  B,  and  AIM  Constellation. 

Growth  Funds  Growth  funds  seek  long-term  capital  appreciation  without 
undue  risk,  although  they  also  experience  substantial  price  fluctuation.  They 
take  a  more  conventional  approach  to  investing  than  aggressive  growth  funds, 
buying  stock  in  both  small  and  large,  longer-established  and  perhaps  better- 
known  companies  that  pay  few  or  no  dividends.  Popular  growth  funds  include 
Janus  Twenty,  Berger  100,  Twentieth  Century  Growth,  and  Fidelity  Magellan. 

Value  Funds  A  value  fund  specializes  in  stocks  whose  prices  appear  to  be  low 
(those  with  low  price-to-book  or  price-to-earnings  ratios),  based  on  the  logic  that 
such  stocks  are  currently  out  of  favor  and  underpriced.  The  underappreciated 
common  stocks  in  a  value  fund  are  expected  to  benefit  from  a  growing  economy, 
especially  during  the  early  stages  of  an  economic  recovery.  Some  experts  say  that 
the  term  "value  fund,"  rather  than  describing  a  type  of  fund,  actually  refers  to  a 
manager's  style  of  investing  because  he  or  she  purposefully  seeks  out  under- 
priced  stocks.  Mutual  funds  that  are  currently  described  as  value  funds  include 
Quest  for  Value  Small  Capitalization  Fund,  Royce  Premier  Fund,  Founders  Dis- 
covery Fund,  and  Legg  Mason  Special  Investment  Trust. 

Growth  and  Income  Funds  A  growth  and  income  fund  invests  in  common 
stocks  that  pay  reasonable  dividends,  as  well  as  stocks  from  lesser-known  firms 
with  strong  growth  potential,  thereby  combining  expected  growth  with  a  strong 
income  foundation.  Growth  and  income  funds  should  entail  less  risk  than 
aggressive  growth  and  growth  funds;  not  surprisingly,  such  funds  are  quite  pop- 
ular among  investors.  Examples  of  growth  and  income  funds  include  AIM  Char- 
ter, Cigna  Value,  SteinRoe  Prime  Equities,  and  Vanguard  Quantitative. 

Small  Company  Funds  A  small  company  fund  (also  called  a  small  cap  fund) 
specializes  in  investing  in  lesser-known  common  stocks  that  pay  little,  if  any, 
dividends  but  offer  strong  growth  potential.  Examples  of  popular  small  company 
funds  include  Twentieth  Century  Ultra  Investors,  Alger  Small  Capitalization, 
Hartwell  Emerging  Growth,  and  Robertson  Stephens  Emerging  Growth. 

Sector  Funds  A  sector  fund  heavily  invests  in  common  stocks  from  one  indus- 
try or  one  portion  of  the  economy.  Of  course,  investing  in  only  one  sector 
increases  risks  as  well  as  potential  returns — even  in  a  diversified  portfolio.  Popu- 
lar sector  funds  include  Vanguard  Special  Health  Portfolio,  Fidelity  Select 
Biotechnology,  and  Fidelity  Technology. 

Global  and  International  Funds  A  global  fund  invests  in  stocks  and/or  bonds 
of  companies  listed  on  U.S.  and  foreign  exchanges.  Popular  global  funds  include 
Harbor  International,  Vanguard  World-International  Growth,  and  GT  Japan 
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Growth.  International  funds  hold  only  foreign  stocks;  in  addition,  some  such 
funds  focus  on  a  single  country  or  geographic  region.  Examples  of  diversified 
international  funds  include  Van  Eck  Work  Income,  MFS  Worldwide  Govern- 
ments, and  Merrill  Lynch  Global  B.  Emerging  market  funds  seek  out  stocks 
listed  on  the  relatively  illiquid  and  inefficient  stock  exchanges  of  newly  indus- 
trialized countries  and  those  evolving  away  from  socialistic  economies. 

Index  Funds  An  index  fund  is  composed  of  a  large  number  of  securities  care- 
fully structured  to  match,  as  closely  as  possible,  the  total  return  performance  of 
a  standard  group  of  securities,  or  "target  index."  The  S&P  500  is  an  example  of  a 
target  index.  The  return  in  an  index  fund  is  expected  to  equal  that  of  all  stocks 
listed  in  the  index,  which  offers  a  benefit  as  the  market  rises.  Market  growth  is, 
of  course,  the  long-term  trend;  historically,  stocks  have  provided  an  average 
annual  return  of  about  11.2  percent.  Popular  index  funds  include  the  Wilshire 
5000  Index  and  Vanguard  500  Portfolio.  More  than  one-fourth  of  all  equity 
funds  are  index  funds. 


Balanced  Funds 

Balanced  funds  seek  to  preserve  principal  (the  money  initially  invested),  pro-' 
vide  current  income,  and  provide  moderate  long-term  growth  of  NAV  The  funds 
invest  in  a  mixtue  of  bonds,  preferred  stocks,  and  common  stocks.  Their  invest- 
ment policy  calls  for  the  fund  to  maintain  a  balance  of  such  holdings  and  vary 
them  according  to  economic  conditions.  Balanced  funds  include  Twentieth  Cen- 
tury Balanced,  Pasadena  Balanced  Return,  Equitable  Balance  B,  and  Kemper 
Investment  Portfolio  Total  Return. 


Bond  Funds 

Bond  funds  aim  to  earn  current  income  without  undue  risk  and  pay  ordinary 
income  dividend  distributions.  The  term  "bond  fund"  is  actually  a  misnomer 
because  these  funds  usually  hold  a  portfolio  of  bonds  and  other  investments, 


The  Total  Return  for  Various  Types 

of  Stock  Mutual  Funds  Is  about  the  Same 


New  data  from  the  Investment  Company  Institute 
reveal  that  it  makes  very  little  difference  which 
type  of  stock  mutual  fund  in  which  you  invest  over 
the  long  term.  Over  time  (e.g.,  ten  years),  the  aver- 
age annual  returns  for  different  types  of  diversified 
stock  funds  (growth,  domestic  equity,  growth  and 
income,  equity  income,  and  balanced)  converge  at 
around  11  percent  (11.2  percent  according  to  Ibbot- 


son  Associates).  The  only  secret  to  such  a  good 
return  is  to  remain  patient  and  keep  investing. 
Returns  over  one,  three,  and  five  years  vary  widely, 
but  over  the  long  term  the  returns  of  major  cate- 
gories of  diversified  mutual  funds  are  roughly  the 
same.  The  moral:  put  your  cash  into  several  highly 
rated  stock  mutual  funds  and  relax.  Ten  years  later 
your  money  will  have  doubled  or  tripled. 
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such  as  preferred  stocks  and  common  stocks  that  pay  high  dividends.  Short-term 
bond  funds  feature  little  fluctuation  in  price  and  a  moderate  return;  intermedi- 
ate- to  long-term  bond  funds  provide  more  income  accompanied  by  moderate 
fluctuations  in  price.  In  addition,  some  bond  funds  specialize  in  investing  in 
riskier,  high-yielding  bonds  that  are  popularly  known  as  junk  bonds.  Selected 
bond  funds  include  Pacific  Horizon  Capital  Income,  Concord  Income  Convert- 
ible, Vanguard  Convertible  Securities,  and  American  Capital  Harbor  A. 

Municipal  bond  (tax-exempt)  funds  attempt  to  earn  current  tax-exempt 
income  by  investing  solely  in  municipal  bonds  issued  by  cities,  states,  and  vari- 
ous districts  and  political  subdivisions.  The  interest  income  earned  on  these 
bonds  is  exempt  from  federal  personal  income  taxes.  Popular  municipal  bond 
funds  include  General  Municipal  Bond  and  Financial  Tax-Free  Inc.  Shares. 


Specialty  Funds 

Specialty  funds  have  been  created  to  serve  almost  every  investment  need  that 
requires  both  concentration  and  diversification  in  a  field.  Popular  specialty 
funds  include  Franklin  Utilities,  National  Aviation  and  Technology,  and  Dean 
Witter  Natural  Resources  Development.  Mutual  fund  funds,  such  as  Vanguard 
Star,  Rightime  Fund,  and  FundTrust  Aggressive  Growth,  earn  a  return  by  invest- 
ing in  other  mutual  funds,  thereby  providing  extensive  diversification.  Precious 
metals  and  gold  funds  seek  long-term  capital  appreciation  by  investing  in  secu- 
rities associated  with  gold,  silver,  and  other  precious  metals.  Popular  precious 
metal  funds  include  Enterprise  Precious  Metals,  Vanguard  Specialized  Gold,  and 
Keystone  Precious  Metals.  Mortgage  funds  invest  in  mortgage-backed  securities, 
such  as  Ginnie  Mae  issues.  Examples  of  mortgage  funds  include  Alliance  Mort- 
gage Securities  Income  and  American  Capital  Federal  Mortgage. 


Money  Market  Funds 

A  money  market  fund,  also  called  a  money  market  mutual  fund  (MMMF), 
invests  exclusively  in  cash  and  cash  equivalents  (debt  securities).  Such  funds  spe- 
cialize in  securities  that  have  very  short-term  maturities,  always  less  than  one 
year.  The  average  maturity  for  the  portfolio  of  investments  cannot,  by  law, 
exceed  90  days  for  an  MMMF.  Government  regulations  further  require  that 
MMMFs  place  99  percent  of  their  investments  in  securities  that  receive  the  high- 
est ratings  from  outside  ranking  services. 

This  strategy  reduces  price  swings  in  the  value  of  the  MMMF  investments;  as 
a  result,  the  fund  maintains  a  virtually  constant  share  value  ($1  per  share)  and 
only  the  yield  varies.  Fund  assets  include  Treasury  bills  and  notes,  certificates  of 
deposit,  commercial  paper,  and  repurchase  agreements.  Thus,  the  investor's  prin- 
cipal incurs  almost  no  risk.  By  staggering  the  maturities  of  the  securities  held  in 
the  portfolio,  the  MMMF  can  earn  the  current  cost  of  money  on  its  investments. 
Some  such  funds  invest  in  only  tax-exempt  securities,  so  the  investor  avoids  fed- 
eral income  taxes  on  any  dividends.  Most  large  mutual  fund  families  offer 
MMMFs,  including  Dreyfus,  Lexington,  and  American  Century.  Money  market 
funds  represent  an  important  part  of  most  investors'  cash  management  plans,  as 
discussed  in  Chapter  5,  because  they  provide  a  convenient  place  to  keep  money 
while  awaiting  other  investment  opportunities. 
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About  Check  Writing  on  Money  Market  Fund  Accounts 


Most  money  market  mutual  funds  permit  you  to 
withdraw  money  by  writing  special  checks  drawn 
on  your  account,  thereby  acting  as  high-yielding 
cash  management  accounts.  Usually,  checks  must 
be  written  in  amounts  no  smaller  than  $100  or 
$200,  and  only  a  limited  number  of  checks  may  be 
written  per  month.  Writing  a  check  on  a  money 


market  fund  account  essentially  redeems  the  num- 
ber of  shares  necessary  to  honor  the  check.  For 
example,  if  Conglomerate  Cat  and  Dog  Food 
Mutual  Fund  shares  had  a  net  asset  value  of  $10 
and  you  wrote  a  check  for  $500,  the  fund  would 
redeem  50  shares  ($10  x  50  =  $500). 


D 


List  the  unique  benefits 
of  mutual  funds. 


Unique  Benefits  of  Mutual  Fundi 


Mutual  funds  have  distinct  features  that  make  this  form  of  investing  both 
unique  and  investor-friendly. 


Automatic  Reinvestment 

Unlike  most  other  investment  alternatives,  mutual  funds  permit  automatic 
income  reinvestment.  This  provision  allows  for  the  automatic  reinvestment  of 
ordinary  income  dividend  distributions  and  capital  gains  distributions  to  buy 
additional  shares  of  the  fund.  Fractional  shares  are  purchased  as  needed.  More 
than  three-fourths  of  mutual  fund  shareholders  have  their  income  reinvested, 
which  greatly  compounds  share  ownership.  Figure  15.2  illustrates  the  tremen- 
dously positive  results  that  can  be  obtained  by  reinvesting  all  dividends  and  cap- 
ital gains  distributions. 

Most  funds  permit  you  to  reinvest  dividend  income  without  paying  any 
commission,  and  those  companies  that  assess  sales  charges  on  reinvested  divi- 
dends should  be  avoided.  Fund  policies  related  to  this  process  will  be  described 
in  the  prospectus. 


IRS-Qualified  Tax-Sheltered  Retirement  Accounts 

Most  mutual  funds  provide  programs  that  "qualify"  as  tax-deferred  ways  to 
invest  money  for  retirement  and,  accordingly,  are  registered  with  the  IRS. 
Depending  on  eligibility  qualifications,  you  can  put  thousands  of  dollars  into  a 
mutual  fund  each  year,  deduct  the  amount  from  your  taxable  income,  watch  the 
fund  grow,  and  pay  no  income  taxes  on  any  of  the  profits  until  funds  are  with- 
drawn during  retirement.  Such  programs  include  individual  retirement  accounts 
(IRAs),  403(b),  401(k),  457,  Salary  Reduction  Simplified  Employee  Pension  Plans, 
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Figure  15.2 


The  Value  of  Automatic  Reinvestment  of  Income  (Dividends  and  Capital  Gains) 

An  initial  investment  of  $10,000  grew  to  almost  $29,000  in  ten  years  (because  the  value 

of  the  underlying  securities  pushed  up  the  net  asset  value). 
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Source:  Used  with  the  permission  of  Morningstar,  Inc.  from  Principia  Pro™  for  Mutual  Finds.  Morningstar,  Inc., 
2/28/99.  www.morningstar.net,  (312)  696-6000.  Data  based  on  more  than  1000  stock  and  bond  mutual  funds 
in  operation  over  the  past  ten  years. 


and  Keogh  retirement  programs.  (Chapter  18  discusses  these  mechanisms  in 
retirement  planning.*) 


Easy  Purchase  and  Sale 

Shares  in  an  open-end  mutual  fund  can  be  liquidated  almost  immediately  sim- 
ply by  communicating  with  the  company  via  telephone,  wire,  or  facsimile,  or  in 
writing.  Each  share  is  redeemed  at  the  closing  price — that  is,  the  NAV — at  the 
end  of  the  trading  day. 

After  you  have  opened  an  account  with  a  mutual  fund  company,  you  can 
easily  buy  and  sell  shares  by  telephone.  To  open  an  account,  you  fill  out  a  brief 
application  form  and  forward  the  initial  investment,  which  generally  must  be  a 
minimum  amount  of  $250  to  $2000.  You  can  then  call  a  toll-free  number- 
where  operators  record  your  verbal  instructions — to  order  the  mutual  fund  com- 
pany to  electronically  transfer  funds  from  one  account  to  another  or  to  and  from 
your  local  financial  institution. 

Another  unique  benefit  is  that  mutual  funds  purchased  within  an  IRS-qualified  tax-sheltered 
retirement  account  contain  a  beneficiary  designation  clause.  The  shareholder  can  name  a  ben- 
eficiary so  that  in  the  event  of  death,  the  proceeds  go  to  the  beneficiary  without  going  through 
probate.  (The  delays  and  expenses  of  probate  are  discussed  in  Chapter  19.) 
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Electronic  funds  transfers  (EFT)  allow  shareholders  to  purchase  and  redeem 
shares  of  a  fund  via  the  telephone.  In  addition,  mutual  fund  investors  may  have 
periodic  investment  payments  automatically  forwarded  from  checking  or  sav- 
ings accounts  to  the  mutual  fund  company  using  EFT.  Wire  transfers  also  can  be 
made  to  and  from  a  mutual  fund  company.  Both  the  mutual  fund  and  the  finan- 
cial institution  send  written  notification  of  each  transaction,  and  automatic 
withdrawals  may  be  stopped  at  any  time.  EFT  transactions  eliminate  delays  asso- 
ciated with  mailing  checks. 

A  switching  privilege  (also  called  an  exchange  or  conversion  privilege) 
permits  mutual  fund  shareholders,  if  their  needs  or  objectives  change,  to  swap 
shares  on  a  dollar-for-dollar  basis  for  shares  in  another  mutual  fund  within  a 
mutual  fund  family.  Transfer  from  one  fund  to  another  can  be  accomplished  at 
no  cost  or  for  only  a  small  fee,  typically  $5  or  $10  per  transaction,  called  an 
exchange  fee.  A  mutual  fund  family  exists  when  the  same  management  com- 
pany (such  as  Fidelity7  Investments,  Dreyfus,  or  T  Rowe  Price)  operates  a  variety 
of  mutual  funds.  The  Fidelity  Group,  for  example,  offers  more  than  180  funds, 
ranging  from  an  aggressive-growth  fund  to  a  technology-  sector  fund  to  a  muni- 
cipal bond  fund  to  a  money  market  fund. 

Payroll  transfer  plans  permit  investors  to  instruct  their  employers  to  auto- 
matically forward  a  specified  portion  of  each  paycheck  to  a  mutual  fund.  Some 
funds  permit  transfers  directly  from  Social  Security  checks. 

Recordkeeping  and  Reporting 

In  addition  to  a  prospectus,  mutual  fund  companies  must  send  shareholders 
periodic  reports  and  annual  tax  statements.  This  information  helps  keep  the 
investor  apprised  of  fund  performance.  Confirmation  statements  (which  indi- 
cate the  number  of  shares  owned  and  the  value  of  the  holdings)  must  also  be  for- 
warded to  the  mutual  fund  shareholder  every  time  a  transaction  occurs  in  the 
account.  These  confirmation  statements  provide  evidence  of  ownership  as  well. 
Investors  in  a  mutual  fund  family  receive  consolidated  statements  that  report 
all  of  their  holdings  and  transactions  in  the  mutual  fund  family.  Recordkeeping 
is  a  vital  part  of  mutual  fund  investments  because  taxable  gains  and  losses  must 
be  carefully  calculated  for  income  tax  purposes  (unless  such  investments  are 
made  within  an  IRS-qualified  tax-sheltered  retirement  account,  discussed  in 
Chapter  18). 

Collateral  for  Loans 

Mutual  fund  shares  may  be  used  as  collateral  for  loans  from  banks  and  other 
lenders.  Money  invested  in  mutual  fund  shares  that  are  kept  within  some  IRS- 
qualified  tax-sheltered  retirement  accounts  (discussed  in  Chapter  18)  may  be 
borrowed  directly  from  the  trustee  (often  the  investor's  employer)  of  the 
account. 


Withdrawal  Plans 

All  mutual  funds  make  various  types  of  withdrawal  plans  (also  called  system- 
atic withdrawal  plans)  available  to  shareholders  who  want  a  periodic  income 
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Did  You 


KNOW 


Children  Can  Invest  Through  a  Mutual  Fund 


Many  parents  and  grandparents  find  that  mutual 
funds  are  a  perfect  gift  for  savvy  students  who  want 
to  learn  more  about  saving  and  investing.  Most 
mutual  funds  reduce  the  minimum  investment  to 
$1000,  $500,  or  even  $250  for  a  custodial  account, 
where  assets  are  held  in  the  name  of  an  adult  on 
behalf  of  a  child.  These  accounts  are  permitted 
under  the  federal  Uniform  Gifts  to  Minors  Act. 
Many  mutual  funds  also  lower  their  minimums  for 


investors  who  agree  to  invest  small  amounts  regu- 
larly, to  perhaps  as  little  as  $20  per  month.  Even 
mutual  fund  gift  certificates  are  available.  As  invest- 
ment objectives  change,  young  investors  can  switch 
among  investment  alternatives  within  a  mutual 
fund  family.  The  child  is  responsible  for  the  pay- 
ment of  income  taxes  on  mutual  fund  dividend 
income  in  excess  of  $700  (see  Chapter  3). 


from  their  mutual  fund  investments.  To  be  eligible  for  such  a  plan,  your  invest- 
ment usually  must  have  a  total  net  asset  value  of  at  least  $5000.  In  addition,  each 
withdrawal  must  be  at  least  $50.  The  firm  forwards  the  amounts  to  you  (or  to 
anyone  you  designate)  at  regular  intervals  (monthly  or  quarterly).  You  can  take 
your  funds  out  of  a  mutual  fund  using  one  of  four  methods:  (1)  by  taking  a  set 
dollar  amount  each  month,  (2)  by  cashing  in  a  set  number  of  shares  each  month, 
(3)  by  taking  the  current  income  as  cash,  or  (4)  by  taking  a  portion  of  the  asset 
growth. 


J    Describe  the  various 
charges  and  fees  associated 
with  investing  in  mutual 
funds. 


The  Costs  of  Investing  Through  Mutual  Funds 


The  costs  of  investing  in  mutual  funds  become  more  complicated  every  year. 
Mutual  funds  charge  investors  a  variety  of  fees,  some  of  which  can  be  avoided. 


Management  Fees 

All  mutual  funds  charge  a  management  fee,  which  is  an  annual  assessment  for 
operating  the  mutual  fund.  The  professional  managers  who  operate  mutual 
funds  are  compensated  for  their  investment  expertise  and  managerial  abilities 
with  a  percentage  of  the  investment  company's  assets  as  specified  in  the  articles 
of  incorporation.  Because  the  management  fee  is  always  figured  as  an  annual 
percentage  of  the  assets  in  the  mutual  fund,  it  is  part  of  what  is  called  an 
expense  ratio,  although  other  marketing  costs  are  contained  in  this  figure. 
Depending  on  the  size  and  type  of  fund,  management  fees  typically  range  from 
0.4  to  1.9  percent  of  the  fund's  assets  and  are  assessed  annually;  management 
fees  for  diversified  stock  funds  average  less  than  1.4  percent  and  fees  for  index 
funds  are  usually  less  than  0.7  percent.  Avoid  funds  with  high  management  fees, 
especially  since  research  consistently  shows  that  low-expense  funds  outperform 
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those  with  high  administrative  costs  by  at  least  1.5  percentage  points  annually. 
Low  expenses  stack  the  odds  of  future  fund  performance  in  the  investor's  favor. 


Load  Funds 

Mutual  funds  can  be  classified  as  to  whether  they  have  a  sales  charge  or  com- 
mission, also  called  a  load.  This  sales  commission  is  charged  whenever  a  person 
invests  in  a  particular  mutual  fund.  Mutual  funds  that  assess  such  sales  charges 
are  called  load  funds,  and  they  are  generally  sold  by  brokerage  firms,  banks,  and 
financial  planners. 

Load  funds  sold  to  the  public  by  a  broker,  banker,  or  financial  planner  require 
payment  of  a  sales  commission  on  the  amount  invested  at  the  time  of  purchase. 
The  commission — typically  5.5  to  8.5  percent — is  called  a  front-end  load 
because  it  is  paid  at  the  time  of  each  purchase.  For  example,  assume  that  you 
have  discussed  the  investment  potential  of  the  Conglomerate  Cat  and  Dog  Food 
Mutual  Fund  with  a  salesperson.  After  examining  the  prospectus,  you  decide  to 
invest  $10,000.  Because  this  load  fund  charges  a  commission  of  8.5  percent  (the 
maximum  permitted  by  the  Securities  and  Exchange  Commission),  the  salesper- 
son receives  $850  ($10,000  x  0.085).  As  a  result,  only  $9150  is  actually  available 
to  earn  dividends  and  capital  gains.  This  commission  is  much  higher  than  stock 
transaction  costs,  which  are  usually  about  2  percent. 

The  sales  charge  may  be  shown  either  as  the  stated  commission  or  as  a  per- 
centage of  the  amount  invested.  The  stated  commission  (8.5  percent  in  our 
example)  is  always  somewhat  misleading.  In  contrast,  the  percentage  of  the 
amount  invested  is  a  more  accurate  figure  because  it  is  based  on  the  actual 
money  invested  and  working.  A  stated  commission  of  8.5  percent  actually 
amounts  to  9.3  percent  of  the  amount  invested:  $10,000  -  $9150  =  $850; 
$850  *  $9150  =  9.3%.  If  you  want  to  invest  a  full  $10,000,  you  will  need  to 
pay  out  $10,930  [$10,930  -  ($10,930  x  8.5  percent)  =  $10,000]. 

Investments  of  $10,000  or  more  often  receive  a  discount  on  the  load.  So- 
called  low-load  funds  may  have  only  a  1  to  3  percent  sales  charge.  These  funds 
may  also  be  sold  by  brokers,  but  are  sometimes  sold  via  mail  and  through  retail- 
ers in  shopping  centers.  About  half  of  all  mutual  funds  levy  a  load. 


No-Load  Funds 

A  mutual  fund  that  does  not  assess  a  sales  charge  at  the  time  of  the  investment 
purchase  is  called  a  no-load  fund.  These  mutual  fund  companies  let  people 
invest  directly,  without  the  services  of  a  broker,  banker,  or  financial  planner.  In 
general,  no  charge  is  assessed  when  you  sell  a  mutual  fund.  No-load  mutual 
funds  sell  their  shares  at  net  asset  value  without  the  addition  of  sales  charges, 
but  the  SEC  allows  such  funds  to  be  called  "no-load"  even  if  they  assess  a  "ser- 
vice fee"  of  0.25  percent  or  less.  The  fee  is  supposedly  used  for  ongoing  personal 
service  and/or  account  maintenance,  although  no-load  funds  traditionally  do 
not  employ  sales  personnel  or  charge  fees.  Interested  investors  simply  seek  out 
advertisements  for  these  funds  in  financial  newspapers  and  magazines  and  buy 
shares  directly  from  the  company.  Many  no-load  funds  are  described  and  ana- 
lyzed in  publications  such  as  Business  Week,  Consumer  Reports,  Forbes,  Fortune, 
Kiplinger's  Personal  Finance  Magazine,  and  Money. 
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Hidden  Fees 


About  60  percent  of  all  no-load  mutual  funds  and  many  load  funds  charge  hid- 
den fees.*  These  charges,  commissions,  and  other  costs  often  are  not  apparent 
to  the  mutual  fund  investor,  but  reduce  the  fund's  anticipated  total  return.  The 
negative  impact  of  such  fees  is  illustrated  in  Table  15.1. 

Deferred  Load  Fees  The  most  common  alternative  to  a  front-end  load  is  a  con- 
tingent deferred  sales  charge,  also  known  as  a  back-end  load.  This  sales  com- 
mission is  imposed  if  an  investor  redeems  shares  within  a  specified  number  of 
years  after  purchase  (often  five  or  six  years).  Typically  the  fee  declines  1  per- 
centage point  for  each  year  the  investor  owns  the  fund.  For  example,  a  fund 
might  charge  a  6  percent  fee  if  an  investor  redeems  the  shares  within  one  year 
of  purchase,  and  then  steadily  decline  on  an  annual  basis,  until  it  reaches  zero 
after  six  years  or  less. 

Redemption  Fees  A  redemption  fee  (or  exit  fee)  is  a  charge  the  investor  pays 
on  any  shares  sold  back  to  the  fund;  the  fee  typically  disappears  after  the  invest- 
ment has  been  held  for  six  months  or  a  year.  This  increasingly  common  fee  is 
designed  to  discourage  frequent  trading  in  and  out  of  particular  mutual  funds. 
The  fee  usually  represents  1  percent  of  the  value  of  the  shares  redeemed.  Long- 
term  investors  should  not  shy  away  from  funds  with  redemption  fees  that  dis- 
appear after  a  year. 

12b-1  Fees  The  most  common  charge  assessed  to  shareholders  is  a  12b-l  fee 
(named  for  the  Securities  and  Exchange  Commission  rule  that  permits  the 
charge),  which  is  an  annual  charge  that  pays  for  advertising,  marketing,  distrib- 
ution, and  promotional  costs  of  the  fund.  The  12b-l  fees  are  also  known  as  a  dis- 
tribution fees.  Such  charges  pay  for  items  like  advertising  and  sales  brochures, 


Table  15.1 


The  Effect  of  Loads  and  Fees  on  Mutual  Fund  Returns 

(Estimated  figures  based  on  a  Si 0,000  investment  assuming  a  10  percent  gain  each  year) 

Years 

No-Load* 

3%  Front- 
End  Load 

8.5%  Front- 
End  Load 

5.5%  Front- 
End  Load  with 
0.25%  12b-1 

5%  Back-End 
Load  with 
1%12b-lt 

1 

$10,890 

$10,560 

$9,960 

$10,260 

$10,280 

3 

12,900 

12,500 

11,800 

12,150 

12,230 

5 

15,320 

14,860 

14,020 

14,380 

14,460 

7 

18,170 

17,620 

16,620 

18,000 

16,930 

10 

23,470 

22,770 

21,480 

22,800 

21,200 

*  1  percent  annual  management  fee. 

t  A  declining  redemption  fee  of  5  percent  the  first  year  that  goes  to  zero  after  the  fifth  year. 

Technically,  the  existence  and  amount  of  any  and  all  fees  assessed  by  a  mutual  fund  are  not  hid- 
den, as  they  must  be  disclosed  in  the  fund  prospectus. 
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as  well  as  trailing  commissions,  which  are  compensation  fees  paid  to  salesper- 
sons for  months  or  years  in  the  future.  Although  the  funds  do  not  call  12b-l  fees 
"loads"  because  they  are  not  charged  up  front,  they  act  just  like  loads. 

A  12b-l  fee  is  actually  a  "perpetual  sales  load"  because  it  is  assessed  on  the 
investment,  as  well  as  on  reinvested  dividends,  every  year,  forever.  If  you  pay  1 
percent  per  year  in  12b-l  fees  for  a  mutual  fund  in  which  you  invest  for  ten 
years,  you  will  be  giving  up  nearly  10  percent  of  your  initial  investment  amount 
in  trailing  commissions.  Such  commissions  can  prove  quite  costly  for  the  share- 
holder over  a  period  of  years.  In  general,  you  would  be  well-advised  to  invest  in 
a  load  fund  rather  than  pay  12b-l  assessments  if  you  plan  to  own  the  fund  for 
more  than  five  years.  The  SEC  caps  12b-l  fees  at  0.75  percent,  although  it  per- 
mits a  0.25  percent  "service  fee,"  which  brings  the  total  cap  to  1  percent.  Some 
funds  stop  assessing  12b-l  fees  after  four  to  eight  years. 


Disclosure  of  Fees 

To  assist  the  investing  public,  the  SEC  requires  that  a  mutual  fund's  prospectus 
include  a  standardized  expense  table  in  its  first  three  pages  that  describes  and 
illustrates  its  fees  projected  over  five  years.  It  estimates  hypothetical  total  costs 
that  a  mutual  fund  investor  would  pay  on  a  $1000  investment  that  earns  5  per- 
cent annually  and  is  withdrawn  after  ten  years.  Funds  are  required  to  report  pro- 
jected returns  for  periods  of  one,  three,  five,  and  ten  years.  The  data  in  a  table 
do  not  offer  an  exact  representation  of  past  charges;  rather,  they  illustrate  the 
effect  of  all  sales  costs  (front-  and  back-end),  management  fees,  and  other 
expenses  that  an  investor  would  have  to  pay.  Such  tables  make  it  easier  to  com- 
pare fees  and  expenses  across  various  mutual  funds. 


iKNOWl 


About  Flexible  Pricing  of  Mutual  Funds 


A  growing  number  of  mutual  fund  companies  now 
offer  different  classes  of  shares  in  the  same  portfo- 
lio. Mutual  fund  investors,  therefore,  face  a  choice 
of  fee  structures— the  only  difference  among  the 
classes.  Of  course,  each  class  has  a  different  NAV 
because  each  charges  different  fees.  The  distinct 
classes  give  investors  a  clear  choice  about  the  type 
of  commission  they  will  pay. 

Class  A  shares  have  a  front-end  load  (typically 
2.5  to  5.5  percent,  most  of  which  goes  to  the  sales- 
person who  sold  the  fund)  and  possibly  a  low  12b-l 
distribution  fee  (in  the  0.25  to  0.35  percent  range). 
Class  B  shares  have  no  up-front  sales  load,  but  do 
assess  a  contingent  deferred  sales  fee  if  the  shares 
are  sold  within  a  certain  number  of  years,  plus  a 


12b-l  distribution  fee  (typically  around  0.75  per- 
cent). After  a  certain  amount  of  time,  typically  six 
to  eight  years,  many  funds  automatically  convert  B 
shares  to  A  shares,  which  carry  the  lower  12b-l 
fees.  Class  C  shares,  also  called  level-load  shares 
or  pay-as-you-go  shares,  have  only  a  permanent 
12b-l  distribution  fee  (typically  1  percent). 

Such  classifications  are  bound  to  cause  confu- 
sion because  none  of  these  is  truly  a  "no  load" 
fund.  In  addition,  with  three  possible  classes  for 
each  existing  mutual  fund,  the  total  number  of 
choices  is  over  11,000.  Of  course,  if  you  want  to 
have  all  of  your  money  working  for  you,  invest  in 
no-load  mutual  fund  shares. 
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Regulations  compel  stock  and  bond  mutual  fund  operators  to  present  stan- 
dardized performance  calculations  when  reporting  returns.  In  advertisements, 
fund  performance  may  be  quoted  in  terms  of  yield  or  total  return.  Such  data  on 
performance  are  based  on  historical  results  and,  of  course,  do  no*  indicate  future 
results.  According  to  SEC  regulations,  the  yield  of  a  mutual  fund  must  be 
expressed  as  the  rate  of  income  the  fund  earns  on  its  investments  as  a  percent- 
age of  the  fund's  share  price.  A  fund  that  has  been  in  operation  less  than  one 
year  must  disclose  its  total  return  since  inception.  All  figures  must  be  adjusted  to 
reflect  the  impact  of  loads  and  fees. 

Which  Is  Better,  a  Load  or  No-Load  Fund? 

The  sales  commissions  charged  by  load  funds  indisputably  reduce  total  returns. 
When  investment  results  are  adjusted  for  the  impact  of  sales  charges,  no-load 
mutual  funds  have  an  initial  advantage  because  the  investor  has  more  money  at 
work.  In  general,  the  shorter  the  time  period,  the  greater  the  negative  impact  of 
loads  on  the  total  return  for  the  mutual  fund  investor.  About  half  of  the  highest- 
performing  growth-oriented  funds  are  no-  or  low-load  funds. 


d  Disadvantages 
1  Funds 

1  Did  You 

The  Advantages  an 

IKNOWB 

of  Open-End  Mutua 

As  you  consider  investing  in  open-end  mutual  funds, 

Disadvantages 

you  should  review  their  advantages  and  disadvan- 

• Contingent  deferred  sales  charges  make  it 

tages,  as  listed  below: 

difficult  to  determine  the  better-performing 

Advantages 

•  The  variety  of  families  of  funds  and  specific  funds 
available  makes  it  fairly  easy  to  choose  a  fund  that 
matches  your  investment  objectives. 

companies. 

•  Hidden  fees  often  reduce  the  annual  return  to 
investors.  In  addition,  management  fees  may 
exceed  1  percent  of  the  assets  of  the  funds 
annually. 

•  The  switching  privilege  within  a  mutual  fund  fam- 
ily permits  easy  exchange  if  your  investment  objec- 

• Most  no-load  funds  must  be  sought  out  and 
researched  by  the  investor  because  they  usually 

tives  change. 

are  not  heavily  advertised. 

•  No-load  funds  put  all  of  your  money  to  work. 

•  Income  taxes  generally  must  be  paid  on  divi- 

• Mutual  funds  can  be  used  to  invest  through  vari- 

dends as  well  as  capital  gains  distributions 

ous  tax-deferred  retirement  plans. 

(unless  the  money  is  kept  in  an  IRS-qualified 

•  You  carry  less  financial  risk  because  the  fund  diver- 
sifies investments. 

tax-sheltered  retirement  account,  discussed  in 
Chapter  18). 

•  The  return  on  the  average  mutual  fund  is  1  to  2 

percent  less  than  the  total  yield  possible  on  the 

average  performance  of  common  stocks. 
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The  hidden  loads  associated  with  gradually  declining  redemption  fees,  12b- 
1  fees,  and  excessive  management  fees  do  not  necessarily  buy  better  manage- 
ment. Over  time,  steep  costs  can  dampen  the  total  return.  Overall,  up-front  load 
charges  are  more  costly  to  the  investor  in  the  short  run  (less  than  five  years),  and 
annual  12b-l  charges  are  more  costly  over  the  long  run.  People  who  decide  to 
investigate  mutual  funds  on  their  own  usually  invest  in  no-load  funds. 

Research  shows  that  people  who  buy  funds  with  the  aid  of  a  commission- 
charging  broker,  banker,  or  planner  are  less  likely  to  bail  out  and  sell  when  mar- 
kets become  unstable.  More  patient  investors  generally  realize  a  better  return 
than  those  who  try  to  time  the  market  by  buying  and  selling  frequently.  Load 
mutual  funds  are  typically  kept  by  investors  twice  as  long  as  by  no-load  investors 
(four  or  more  years  versus  two  or  more  years).  Moreover,  long-term  investors 
earn  better  returns  than  those  who  trade  often. 


0 


Explain  how  to  select  a 
mutual  fund  in  which  to 
invest. 


Strategies  for  Selecting  a  Mutual  Fund 

Selecting  a  mutual  fund  involves  gathering  information  and  comparing  the  per- 
formance of  various  funds.  Fortunately,  a  tremendous  amount  of  objective  infor- 
mation is  available  to  help  in  your  decision  making. 


Match  Your  Goals 

Your  first  task  is  to  match  your  interpretation  of  a  mutual  fund's  objectives  with 
your  own  investment  philosophy  (conservative,  moderate,  or  aggressive)  and 
investment  goals.  Figure  15.3  illustrates  the  general  risk-return  trade-off  for  var- 
ious types  of  funds  that  have  different  objectives.  To  realize  one  specific  objec- 
tive (such  as  preservation  of  capital),  you  must  usually  sacrifice  another  objective 
(such  as  appreciation  of  capital).  Preservation  of  capital  is  similar  to  freedom 
from  financial  risk;  it  also  can  be  defined  in  terms  of  relative  performance  when 
the  value  of  your  shares  in  a  declining  market  does  not  fall  as  much  as  the  val- 
ues of  other  shares. 


Locate  Sources  of  Comparative  Performance  Data 

Current  information  about  mutual  funds  is  available  from  a  great  number  of  use- 
ful services.  When  comparing  the  track  records  of  mutual  funds,  investors 
should  focus  on  three  factors:  expenses,  volatility,  and  past  performance.  To 
compare  funds  on  a  consistent  basis,  you  might  want  to  use  the  figures  of  only 
one  of  the  investment  publications  mentioned  below. 


The  Financial  Press  The  most  useful  news  publications  are  the  Wall  Street  Jour- 
nal (www.wsj.com)  (the  Friday  edition  provides  mutual  fund  performance  mea- 
sures), Barron's,  Investor's  Business  Daily,  and  the  business  section  of  newspapers, 
such  as  The  New  York  Times  and  USA  Today.  In  addition,  a  number  of  on-line 
news  and  quote  services  are  priced  for  the  small  investor,  including  Compu- 
Serve, Dow  Jones  News/Retrieval — Private  Investor  Edition,  Farcast,  Personal 
Journal,  Quotecom,  and  Reuters  Money  Network. 
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Figure  15.3 


The  Risk-Return  Trade-Offs  of  Mutual  Funds 
High  m 


Medium   - 


Stability 
of  capital 


Low 

Money  Short-Term         Long-Term  Growth  Growth  Aggressive 

Market  Bond  Bond  and  Income  Funds  Growth 

Funds  Funds  Funds  Funds  Funds 

Source:  Basic  data  from  Investment  Company  Institute,  1600M  Street,  N.W.,  Washington,  DC  20036.  Reprinted  with  permission. 


Magazines  that  Rate  Mutual  Funds  Magazines  that  are  extremely  helpful  in 
comparing  performance  over  time  include  Business  Week,  Consumer  Reports, 
Forbes,  Fortune,  Kiplinger's  Personal  Finance  Magazine,  Money,  and  Worth.  The  late 
August  issue  of  Forbes,  the  October  issue  of  Money,  the  late  February  issue  of  Busi- 
ness Week,  and  the  September  issue  of  Kiplinger's  Personal  Finance  Magazine  fea- 
ture comprehensive  examinations  of  the  performance  of  numerous  mutual 
funds. 

Specialized  Mutual  Fund  Investment  Publications  A  number  of  specialized 
publications  examine  mutual  funds  in  considerable  detail;  these  resources  are 
often  available  in  large  libraries.  Among  the  best  for  ranking  funds  by  total 
return  over  long  periods  of  time  are  Morningstar  Mutual  Funds,  Morningstar  No- 
Load  Funds,  Mutual  Funds  Update,  Investment  Companies  Yearbook,  Johnson's  Invest- 
ment Company  Charts,  IBC/Donoghue's  Mutual  Funds  Almanac,  Standard  &  Poor's/ 
Upper  Mutual  Fund  Profiles,  and  The  Value  Line  Mutual  Fund  Survey.  Moody's 
Investment  Service  now  rates  mutual  funds. 

Data  from  specialized  mutual  fund  investment  publications  are  very  infor- 
mative for  the  potential  investor.  Dozens  of  newsletters  that  specialize  in  mutual 
funds  are  available  as  well. 


Interpret  Comparative  Performance  Information  over  Time 

Publications  that  offer  comparative  performance  information  about  mutual 
funds  generally  rank  each  fund  according  to  one-,  three-,  five-,  and  ten-year 
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Table  15.2 


Mutual  Fund  Performance 


Volatility  Grade 


Returns 


Load 


OPI 


Trading         Down-  1998  Down-      10-year       5-year        3-year        1998 

Style  side        Overall        Market  (%)  (%)  (%)  (%) 


Firstar  Growth  and  Income 
Institutional 

no  load 

86.5 

LV/MV 

B+ 

B+ 

B+ 

— 

176.8 

105.0 

22.76    f 

Forum  Investors  Bond 

low  load 

77.5 

— 

B+ 

A 

B 

— 

39.7 

25.7 

6.13    I 

Investment  Company  of  America 

load 

82.0 

LV/LG 

B+ 

B+ 

B+ 

390.6% 

149.2 

90.5 

22.94    1 

T.  Rowe  Price  Dividend  Growth 

no  load 

80.6 

LV/MV 

A 

A 

B+ 

— 

153.8 

88.6 

15.04    I 

Transamerica  Premier  Balanced 

no  load 

77.4 

LG/MG 

— 

C+ 

A 

— 

— 

101.8 

29.30   1 

UAM  FMA  Small  Company 

no  load 

53.6 

MV/SV 

C 

B 

B 

— 

108.9 

73.6 

-2.03    I 

Vanguard  500  Index 

no  load 

88.3 

LG/LV 

c+ 

C+ 

C+ 

471.5% 

192.7 

110.5 

28.62   1 

Vanguard  Bond  Index  Total  Bond 

no  load 

85.7 

— 

c+ 

C+ 

C+ 

136.8% 

41.6 

23.1 

8.59   I 

Trading  Style  abbreviations:  LG=Large-cap  growth,  LV=large-cap  value,  MG=mid-cap  growth,  MV=mid-cap  value,  SV=small-cap  value. 
Source:  Copyright,  February  1 , 1 999,  U.S.  News  &  World  Report.  Visit  us  at  our  Web  site  www.usnews.com  for  additional  information. 


performance.  For  example,  U.S.  News  &  World  Report  uses  OPI  (overall  perfor- 
mance index)  as  a  measure  of  investment  returns  and  volatility  compared  to 
similar  funds.  Kiplinger's  Personal  Finance  Magazine  provides  a  volatility  ranking 
for  mutual  funds.  Its  system  measures  the  volatility  of  a  fund's  results  on  a  scale 
of  1  (least  volatile)  to  10  (most  volatile),  indicating  how  much  it  could  decline 
in  a  falling  market  or  increase  in  a  rising  market  relative  to  other  mutual  funds. 
High  volatility  suggests  greater  long-term  rewards  and  a  greater-than-normal  risk 
of  short-term  losses  during  economic  downturns.  Conservative  investors  can 
avoid  the  most  volatile  stock  funds,  while  aggressive  investors  might  seek  them 
out. 

Consider  a  Fund's  Long-  and  Short-Term  Performance  A  complication  in  com- 
paring performance  arises  when  distinctions  are  drawn  between  long-  and  short- 
term  performance.  Some  funds  have  operated  for  less  than  a  decade,  whereas 
some  older  funds  may  have  changed  managers,  grown  substantially,  and  modi- 
fied their  investment  styles.  Long-term  investors  usually  focus  on  a  fund's  long- 
term  performance. 

Consider  the  Size  of  the  Fund  The  size  of  the  mutual  fund  is  important  because 
smaller  funds  (those  that  have  less  than  SlOO  million  in  assets  to  invest)  have 
greater  flexibility  than  more  stable,  larger  funds.  For  example,  Fidelity  Invest- 
ment's enormous  $80  billion  Magellan  Fund  owns  one  million  or  more  shares  in 
dozens  of  major  corporations;  consequently,  its  buying  and  selling  decisions  can 
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In  3  years, 

$1000 
grew  to... 

Expense 
Ratio 

Assets 
(billions) 

Telephone 

$2050 

0.87 

$0,506 

800982-8909 

$1210 

0.70 

$0,083 

800953-6786 

$1795 

0.56 

$46,840 

800421-9900 

$1886 

0.80 

$1,260 

800  225-5132 

$2018 

1.45 

$0,054 

800  892-7587 

$1736 

1.03 

$0,218 

877  828-5465 

$2105 

0.19 

$69,550 

800635-1511 

$1231 

0.20 

$7,550 

800635-1511 

seriously  affect  overall  trading  in  those  stocks  and  may 
inhibit  Magellan  from  making  decisive  moves. 

Consider  Fund  Performance  in  Up  and  Down  Markets 

While  long-term  investors  may  seek  out  funds  that  have 
performed  well  over  the  past  several  years,  it  is  also  use- 
ful to  compare  the  performance  of  mutual  funds  in  up 
(rising)  and  down  (declining)  markets.  A  down  market 
or  an  up  market  (when  prices  of  securities  are  generally 
falling  or  rising)  usually  lasts  six  months  to  a  year — some- 
times even  longer.  Money  magazine  uses  its  "risk-adjusted 
grade"  to  rate  each  fund's  return  in  light  of  the  risks  it 
took  over  the  previous  five  years.  Table  15.2  contains 
recent  performance  data  for  a  number  of  growth  and 
maximum  growth  mutual  funds  from  Money  magazine. 


Read  Prospectuses  and  Annual  Reports 

An  annual  report  is  a  published  summary  of  the  finan- 
cial activities  of  a  mutual  fund  company  (or  any  other 
corporation)    for   the   year.    Both    annual    reports   and 
prospectuses    detail    a    mutual    fund's    operations    and 
finances.  The  SEC  requires  mutual  fund  prospectuses  to 
be  updated  annually  and  to  present  yields,  expenses,  and 
returns  in  a  standardized  format.  In  addition,  funds  must 
compare  their  short-  and  long-term  performance,  after  expenses,  with  the  per- 
formance of  a  standard  market  index,  such  as  Standard  &  Poor's  500-stock  index. 
The  SEC  prohibits  the  dissemination  of  false  and  misleading  investment  litera- 
ture. The  ultimate  authority  on  a  fund's  track  record  is  its  current  prospectus. 


\M    Recognize  valid  reasons 
for  selling  a  mutual  fund 
investment. 


When  to  Sell  a  Mutual  Fund 

Because  people  invest  in  mutual  funds  for  different  reasons,  and  because  the 
objectives  of  the  funds  vary  widely,  it  is  difficult  to  generalize  about  the  best  time 
to  sell  a  particular  mutual  fund.  In  general,  a  fund  probably  should  not  be  sold 
if  a  portfolio  manager  has  a  single  bad  year  when  the  fund's  long-term  perfor- 
mance record  has  been  good.  Nonetheless,  you  might  consider  selling  in  the  fol- 
lowing circumstances: 

•  Your  fund  performs  poorly  compared  with  similar  funds  during  two  succes- 
sive down  markets  or  two  successive  up  markets. 

•  Your  perception  of  general  economic  trends  indicates  that  peaks  and  valleys 
in  the  business  cycle  are  being  rounded  or  will  soon  smooth  out. 

•  Your  fund  is  growing  too  rapidly  or  has  become  too  large,  which  may  make 
it  difficult  for  the  manager  (and  the  newly  hired  assistants)  to  follow  the 
same  investment  principles  that  initially  led  to  success. 
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The  SEC  Is  Educating  Investors  about  Mutual  Fund  Risk 


Risk  in  the  minds  of  investors  consists  of  the 
chance  of  loss;  it  is  the  possibility  that  an  invest- 
ment will  not  perform  as  expected.  The  Securities 
and  Exchange  Commission  (SEC),  which  regulates 
mutual  funds,  wants  the  investing  public  to 
become  more  informed  about  mutual  fund  risk. 

The  currently  used  statistical  measures  of  risk 
are  as  follows: 

1.  Standard  deviation,  a  historical  measure  of 
volatility  that  gauges  the  likelihood  that  a  fund's 
return  will  skip  up  and  down  from  month  to 
month,  varying  from  its  average  rate  of  return 
for  a  particular  period  of  time.  During  a  recent 


SSt 


three-year  time  period,  the  S&P  500  Equity  Index 
had  a  standard  deviation  of  11.8,  a  balanced 
fund  of  6.9,  and  a  money  market  fund  of  3.1. 

2.  Beta,  a  measure  that  shows  a  fund's  price  volatil- 
ity as  compared  with  a  specific  market  index  of 
other  mutual  funds. 

3.  Alpha,  which  measures  the  difference  between 
an  investment's  expected  return,  based  upon  its 
beta,  and  how  it  actually  performs  given  its  beta 
risk  or  expected  performance  (outperforming  or 
underperforming  it). 

4.  Duration,  which  measures  a  bond  fund's  sensi- 
tivity to  changes  in  interest  rates. 


•  Your  fund  manager  radically  changes  investment  style  or  strategy',  as  shown 
by  the  investments  made  and  described  in  a  recent  prospectus. 

•  Your  fund  is  taken  over  by  a  new  manager  who  does  not  possess  a  strong 
track  record  of  success  in  running  another  fund  or  in  managing  private 
accounts. 

•  Your  investment  goals  become  more  conservative,  such  as  when  you  near 
retirement  age. 

•  You  need  cash  for  a  child's  education,  a  down  payment  on  a  home,  an  emer- 
gency, or  for  any  other  worthwhile  purpose. 


Summary 

1.  More  people  are  investing  through  mutual 
funds  than  ever  before  because  newer  and 
more  attractive  funds  have  been  recently  cre- 
ated, because  many  funds  carry  low  or  no 
sales  charges,  and  because  some  funds  have 
performed  much  better  than  the  average 
common  stock. 

2.  Mutual  funds  have  one  of  four  broad  objec- 
tives, which  a  company  must  report  in  the 
prospectus:  current  income,  long-term 
growth,  long-term  growth  and  income,  and 
balanced. 


3.  Mutual  funds  can  be  classified  according  to 
their  portfolio  of  investments,  such  as  com- 
mon stock  funds,  bond  and  preferred  stock 
(income)  funds,  balanced  funds,  municipal 
bond  (tax-exempt)  funds,  specialty  funds, 
and  money  market  mutual  funds. 

4.  As  a  specialized  form  of  securities  invest- 
ment, mutual  funds  offer  several  unique  fea- 
tures, such  as  automatic  dividend 
reinvestment  and  easy  purchase  and  sale. 

5.  Investors  in  mutual  funds  may  be  con- 
fronted with  sales  charges  (on  load  funds), 
contingent  deferred  sales  charges  (on  load 
and  no-load  funds),  management  fees,  and 
hidden  fees  that  reduce  income  from  the 
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funds.  All  such  fees  must  be  disclosed  to 
investors. 

6.  Mutual  funds  offer  numerous  advantages 
(such  as  switching  privileges),  as  well  as 
some  disadvantages  (such  as  management 
fees  that  reduce  returns). 

7.  Selection  of  a  mutual  fund  involves  match- 
ing your  goals  to  those  of  the  fund,  reading 
the  prospectus  and  annual  reports,  locating 
sources  of  comparative  performance  data, 
and  interpreting  comparative  performance 
data  over  time. 

8.  Investors  in  mutual  funds  should  think 
about  selling  when  a  fund  shows  mediocre 
performance  compared  with  similar  funds, 
when  general  economic  trends  indicate  that 
peaks  and  valleys  in  the  business  cycle  are 
being  rounded,  and  when  the  fund  manager 
changes. 
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Questions  for  Thought  &  Discussion 

1.  Explain  in  one  sentence  how  a  mutual  fund 
works. 

2.  Distinguish  between  income  from  an  ordi- 
nary income  dividend  distribution  and 
income  from  a  capital  gains  distribution. 

3.  Summarize  how  the  net  asset  value  (NAV)  of 
a  mutual  fund  can  increase. 

4.  Compare  and  contrast  a  mutual  fund  with  a 
balanced  objective  to  one  with  a  growth  and 
income  objective. 

5.  Describe  two  types  of  common  stock  funds. 

6.  Explain  the  value  of  a  mutual  fund  that 
offers  automatic  reinvestment  of  dividends 
and  capital  gains  distributions. 

7.  List  three  examples  of  the  easy  purchase  and 
sale  of  a  mutual  fund  company. 

8.  Explain  the  value  of  automatically  reinvest- 
ing dividends  and  capital  gains  in  mutual 
funds. 

9.  Why  do  mutual  funds  charge  management 
fees,  and  what  is  the  typical  fee  amount? 

10.  Distinguish  between  a  load  mutual  fund  and 
a  no-load  mutual  fund. 

11.  How  can  an  8.5  percent  stated  sales  charge 
on  a  mutual  fund  be  misleading? 

12.  List  and  briefly  describe  some  hidden  fees 
attached  to  some  no-load  mutual  funds. 

13.  Under  what  circumstances  is  it  better  to  buy 
a  load  fund?  A  no-load  fund?  Summarize 
your  reasons. 

14.  Name  and  briefly  explain  two  advantages  of 
investing  in  open-end  mutual  funds. 

15.  Name  and  briefly  explain  two  disadvantages 
of  investing  in  open-end  mutual  funds. 

16.  What  is  a  volatility  rating,  and  how  can  it  be 
used  by  a  mutual  fund  investor? 

17.  List  three  key  factors  to  consider  when  inter- 
preting comparative  performance  informa- 
tion about  mutual  funds  over  time. 

19.  Describe  two  situations  that  might  cause  you 
to  consider  selling  your  mutual  fund  shares. 
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DECISIONMAKING  CASES 


Case  1    Matching  Mutual  Fund  Investments 
to  Economic  Projections 

Glenn  Sandler,  a  veterinarian  for  the  past  ten  years 
in  Green  Bay,  Wisconsin,  is  married  and  has  one 
child.  He  is  interested  in  investing  in  mutual 
funds.  Glenn  wants  to  put  half  of  his  $20,000  of 
accumulated  savings  into  a  stock  mutual  fund  and 
then  continue  to  invest  $200  monthly  for  the 
foreseeable  future,  perhaps  using  the  money  for 
retirement  starting  in  about  25  years.  Glenn  has 
limited  his  choices  to  the  mutual  funds  listed  in 
Table  15.2. 

(a)  Glenn  wants  to  invest  the  full  $10,000  now 
and  diversify  his  holdings  into  two  mutual 
funds.  His  personal  economic  projections  for 
the  next  few  years  include  low  interest  rates, 
moderate  inflation,  and  medium-to-high 
economic  growth.  Given  those  assumptions, 
which  two  funds  listed  in  Table  15.2  do  you 
recommend  for  his  $10,000?  Why?  (You  may 
want  to  review  the  section  on  making  eco- 
nomic projections  in  Chapter  1  before 
responding.) 

(b)  If  Glenn's  short-term  economic  forecast  had 
projected  high  interest  rates,  moderate-to- 
high  inflation,  and  sluggish  economic 
growth  (perhaps  even  with  a  recession), 
would  you  recommend  that  he  put  the 
$10,000  into  mutual  funds  right  now?  If  yes, 
explain  why  and  suggest  a  fund  from  Table 
15.2.  If  no,  explain  why  not  and  suggest  an 
alternative  investment  option  for  the 
$10,000. 

(c)  Glenn  also  wants  to  invest  $200  per  month 
into  one  mutual  fund  over  the  next  25  years. 
Assuming  favorable  long-term  economic  pro- 
jections, which  of  the  funds  listed  in  Table 
15.2  would  you  recommend?  Why? 

Case  2    Selection  of  a  Mutual  Fund 
as  Part  of  a  Retirement  Plan 

Etta  Mae  Westbrook,  a  single  mother  of  a  six-year- 
old  child,  works  in  a  marketing  firm  in  Knoxville, 
Tennessee,  and  is  willing  to  invest  $2000  to  $3000 
per  year  in  a  mutual  fund.  She  wants  the  invest- 


ment income  to  supplement  her  retirement  pen- 
sion starting  in  approximately  20  years.  Her 
investment  philosophy  is  moderate.  Advise  Etta 
Mae  by  responding  to  the  following  questions: 

(a)  Would  you  recommend  that  Etta  Mae  invest 
in  a  mutual  fund  with  growth  as  its  objective 
or  growth  and  income?  Why? 

(b)  Etta  Mae  wants  to  invest  in  a  mutual  fund 
that  focuses  on  common  stocks.  Which  two 
stock  funds  in  Table  15.2  would  you  recom- 
mend that  she  avoid?  Why? 

(c)  Explain  your  reasons  for  having  Etta  Mae 
invest  in  a  load  fund  or  a  no-load  fund. 

(d)  Assume  that  after  20  years  Etta  Mae's  invest- 
ments have  done  very  well.  In  fact,  she's 
considering  a  plan  for  periodically  withdraw- 
ing income.  Advise  her  on  the  advantages 
and  disadvantages  of  this  plan  given  her 
long-term  investment  objective. 


inancial  Math  Questions 


1.  Last  January  Mike  invested  $1000  for  100 
shares  in  the  "Can't  Lose  Mutual  Fund,"  an 
aggressive  growth  no-load  mutual  fund.  After 
reinvesting  dividends  all  year,  the  NAV  for 
Mike's  investment  has  risen  from  $10  per 
share  to  $13.25. 

(a)  What  is  the  percentage  increase  in  the 
value  of  Mike's  mutual  fund? 

(b)  If  Mike  redeemed  his  mutual  fund  invest- 
ment for  $13.25  per  share,  how  much 
profit  would  he  realize? 

(c)  Assuming  Mike  pays  income  taxes  at  the 
28  percent  rate,  what  is  the  amount  of 
income  tax  he  will  have  to  pay  if  he  sells 
his  shares? 

(d)  Assuming  Mike  pays  income  taxes  at  the 
28  percent  rate,  what  is  the  amount  of 
income  tax  he  will  have  to  pay  if  he 
chooses  not  to  sell  his  shares  but  to 
remain  invested? 

2.  Two  years  ago  Jane  invested  $1000  for  125 
shares  ($8  per  share  NAV)  in  the  "Can't  Lose 
Mutual  Fund,"  an  aggressive  growth  no-load 
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mutual  fund.  Last  year  she  made  two  addi- 
tional investments  of  $500  each  (50  shares  at 
$10  and  40  shares  at  $12.50).  After  reinvest- 
ing all  dividends,  the  NAV  for  her  invest- 
ment has  risen  from  $8  per  share  to  $13.25. 
Late  in  the  year,  she  sold  60  shares  at  $13.25. 

(a)  What  were  the  proceeds  on  Jane's  sale  of 
the  60  shares? 

(b)  To  use  the  Internal  Revenue  Service's 
average  cost  basis  method*  of  determining 
the  average  price  paid  for  one  share, 
begin  by  calculating  the  average  price 
paid  for  the  shares.  In  this  instance,  the 
$2000  is  divided  by  215  shares  (125 
shares  +  50  shares  +  40  shares).  What 
was  the  average  price  paid  by  Jane? 

(c)  To  finally  determine  the  average  cost 
basis  of  shares  sold,  one  multiplies  the 
average  price  per  share  times  the  number 
of  shares  sold — in  this  case,  60.  What  is 
the  total  cost  basis  for  Jane's  60  shares? 

(d)  Assuming  that  Jane  must  pay  income 
taxes  on  the  difference  between  the  sales 
price  for  the  60  shares  and  their  cost, 
how  much  is  the  difference? 

(e)  If  Jane's  mutual  fund  transactions  were 
conducted  within  an  IRS-qualified  tax- 
sheltered  retirement  account,  what  would 
her  income  tax  liability  be  if  she  were 
paying  income  taxes  at  the  28  percent 
rate? 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Invest  for  Retirement 

Victor  and  Maria  Hernandez  plan  to  retire  in  less 
than  15  years.  Their  current  investment  portfolio 
is  distributed  accordingly:  40  percent  in  growth 
mutual  funds,  40  percent  in  corporate  bonds  and 
bond  mutual  funds,  and  20  percent  in  cash  equiv- 
alents. They  have  decided  to  increase  the  amount 


The  IRS  permits  other  methods  to  calculate  share  costs, 
including  "first  in,  first  out"  and  "designated  shares."  For 
more  information,  call  the  IRS  at  (800)  TAX-FORM  and 
ask  for  Publication  564. 


of  risk  in  their  portfolio  by  taking  10  percent  from 
cash  equivalent  investments  and  investing  in 
some  mutual  funds  with  strong  growth  possibili- 
ties. 

1.  Of  the  mutual  funds  listed  in  Table  15.2, 
which  two  would  you  recommend  to  meet 
the  Hernandezes'  goals?  Why? 

2.  If  those  two  investments  perform  over  the 
next  decade  as  well  as  they  did  in  the  past, 
would  you  recommend  that  the  Hernandezes 
remain  invested  in  those  two  funds  during 
their  retirement  years?  Why  or  why  not? 

The  Johnsons  Decide  to  Invest 
Through  Mutual  Funds 

After  learning  about  mutual  funds,  the  Johnsons 
are  convinced  that  they  are  a  good  investment, 
especially  because  of  the  diversification  and  pro- 
fessional management  such  funds  offer.  The  cou- 
ple has  a  nest  egg  of  $9500  to  invest  through 
mutual  funds.  In  addition,  they  want  to  invest 
another  $300  per  month  on  a  regular  basis. 

Although  not  yet  completely  firm,  Harry  and 
Belinda's  goals  at  this  point  are  as  follows: 

(1)  they  want  to  continue  to  build  for  retire- 
ment income; 

(2)  they  will  need  about  $10,000  in  six  to  eight 
years  to  use  as  supplemental  income  if 
Belinda  has  a  baby  and  does  not  work  for  six 
months;  and 

(3)  they  might  buy  a  super-expensive  luxury 
automobile  requiring  a  $10,000  down  pay- 
ment if  they  decide  not  to  have  a  child. 

Knowing  that  the  Johnsons  have  a  moderate 
investment  philosophy,  that  they  live  on  a  reason- 
able budget,  and  that  they  have  a  well-established 
cash-management  plan,  advise  them  on  their 
mutual  fund  investments  by  responding  to  the  fol- 
lowing questions: 

1.  Using  Figure  15.3,  which  two  separate  types 
of  funds  would  you  recommend  to  meet  the 
Johnsons'  goals?  Why? 

2.  How  would  you  divide  the  $9500  between 
the  two  types  of  funds?  Why? 
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3.  How  much  of  the  $300  monthly  investment 
amount  would  you  allocate  to  each  type  of 
fund?  Why? 

4.  Some  comparable  mutual  fund  performance 
data  on  stock  funds  are  shown  in  Table  15.2. 
Using  only  that  information  and  assuming 
that  you  are  recommending  some  funds  for 
the  Johnsons'  retirement  needs,  which  three 
funds  would  you  recommend?  Why? 

5.  Assume  that  all  three  funds  perform  above 
average  for  the  next  ten  years.  A  bear  market 
then  occurs,  causing  the  NAVs  to  drop  25 
percent  from  the  previous  year.  What  condi- 
tions must  exist  before  you  would  recom- 
mend that  the  Johnsons  sell  their 
accumulated  shares  in  the  funds? 

6.  an    Determine  the  value  of  their  $9500 
•*•*"  investment  in  ten  years,  assuming  that 

the  three  funds  increase  13  percent  annually 
for  the  next  ten  years.  (Use  the  Garman/ 
Forgue  Web  site.) 


^ 


Exploring  the  World  Wide 
Web  of  Personal  Finance 


----.^:----/       To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  for  T.  Rowe  Price.  Access  its 
"Insights  Library."  Compare  the  information 
provided  in  the  "Investing  with  Mutual 
Funds"  article  with  information  in  this  text 
chapter.  Develop  a  list  of  five  key  points 
every  beginning  investor  in  mutual  funds 
should  know.  Also  list  four  advantages  that 
investing  in  stock  mutual  funds  provide  as 
opposed  to  direct  purchase  of  stock. 

2.  Visit  Morningstar's  Mutual  Funds  OnDe- 
mand  Web  site.  Complete  the  requested 
information  on  fund  return,  objective,  and 


so  on  to  search  for  mutual  funds  that  meet 
your  criteria.  From  the  search  results,  select 
one  fund  to  research  further.  Type  in  the 
ticker  symbol  for  that  fund  in  the  "advice" 
box  at  the  top  of  the  page  to  obtain  research 
information  on  that  fund.  How  would  the 
information  provided  be  of  assistance  to  the 
mutual  fund  investor?  (Hint:  You  may  need 
to  use  trial  and  error  to  obtain  a  list  of  funds 
and  find  one  that  has  been  researched.)  Tele- 
phone some  mutual  fund  companies  and 
request  that  they  send  you  (1)  an  application 
to  open  an  account  and  (2)  recent  perfor- 
mance information. 

3.  Visit  the  Web  sites  for  three  of  the  more 
prominent  mutual  fund  families:  Value  Line, 
Fidelity,  and  American  Century.  What  types 
of  information  do  these  sites  provide  to 
entice  investors  to  buy  fund  shares  through 
these  families  of  funds?  What  types  of  infor- 
mation of  a  general  nature  do  these  sites  pro- 
vide investors  regardless  of  where  they 
decide  to  invest?  For  one  or  two  of  the 
funds,  request  that  they  send  you  (1)  an 
application  to  open  an  account  and  (2) 
recent  performance  information. 

4.  Visit  the  Web  site  of  the  Motley  Fool.  In  the 
search  site  dialog  box,  type  "index  funds." 
Read  one  or  more  of  the  articles  found  to 
ascertain  the  Motley  Fool's  views  of  index 
mutual  funds.  What  five  strengths  do  you 
see  in  this  approach  to  mutual  fund  invest- 
ing? 

5.  Visit  the  Web  site  of  Mutual  Fund  Interac- 
tive. Click  on  "profile,"  and  read  three  or 
four  of  the  profiles  of  mutual  fund  managers 
provided.  What  common  themes  do  you  see 
in  their  professional  training  and  back- 
ground? 

6.  Visit  the  Web  site  for  Kiplinger's  Personal 
Finance  Magazine  to  see  its  ratings  of  the 
recent  performance  of  mutual  funds.  Browse 
through  the  ratings  for  the  top  large  funds 
and  stock  funds  over  the  past  one,  three,  and 
five  years.  What  mutual  fund  families  seem 
to  consistently  rank  highly? 


Buying  and  Selling  Securities 


OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Explain  the  operation 
and  regulation  of  securities 
markets. 


EJ    Discuss  types  of 
brokerage  firms. 


J    Interpret  newspaper 
quotations  for  listed 
securities. 


U    Describe  the  process  of 
buying  and  selling  securities. 


B 


Estimate  and  calculate 
potential  returns  on 
investments. 


■J    List  the  major  sources  of 
investment  information 
about  securities. 


M    Explain  the  12-step 
investment  process. 


The  actual  process  of  buying  and  selling  securities  is  rather  simple.  It  takes 
only  a  telephone  call  to  a  brokerage  firm  or  a  mutual  fund  company;  most 
transactions  can  even  be  carried  out  via  a  home  computer.  A  brokerage  firm 
specializes  in  buying  and  selling  negotiable  securities,  such  as  stocks,  bonds,  and 
mutual  funds. 

This  chapter  provides  specific  information  about  how  to  buy  and  sell  securi- 
ties, with  the  sequence  of  topics  following  the  steps  in  the  investment  process. 
First,  you  must  understand  how  securities  markets  are  operated  and  regulated. 
You  then  need  to  choose  a  brokerage  firm  to  perform  many  of  your  buying  and 
selling  transactions.  Next,  you  need  to  know  how  the  securities  markets  operate, 
including  how  to  read  newspaper  quotations  for  stocks,  bonds,  and  mutual 
funds.  In  our  discussion,  we  also  provide  details  about  the  actual  process  of  buy- 
ing and  selling  securities.  With  that  knowledge,  you  can  begin  to  explore  key 
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sources  of  investment  information,  such  as  data  on  general  economic  condi- 
tions, securities  market  indexes,  various  industries,  and  specific  companies.  You 
should  also  be  able  to  estimate  and  calculate  potential  rates  of  return  on  invest- 
ments. Finally,  we  present  a  12-step  process  for  investing. 


\M  Explain  the 
and  regulation 
markets. 


operation 
of  securities 


Securities  Markets 


Securities  markets  exist  to  raise  capital  and  arrange  the  buying  and  selling  of 
stocks  and  bonds.  Individual  securities  are  bought  and  sold  in  primary  and  sec- 
ondary markets.  A  primary  market  is  anywhere  issuers  and  buyers  of  new  offer- 
ings of  stocks  and  bonds  are  brought  together.  For  example,  when  Linda  Webtek 
sold  the  original  shares  in  Running  Paws  Catfood  Company  to  her  three  friends, 
the  primary  market  was  her  living  room.  A  secondary  market  (also  called  the 
aftermarket)  is  where  the  trading  of  previously  purchased  securities  takes  place. 
Aftermarkets  include  organized  stock  exchanges  and  over-the-counter  markets. 
The  activities  of  securities  markets  are  regulated  by  various  government  agencies 
and  self-regulated  by  the  securities  industry  itself. 


Figure  16.1 
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Primary  Markets 

In  the  primary  markets,  companies  that  need  capital  to  begin  their  operations 
sell  new  issues  of  stocks,  bonds,  or  both  to  the  investing  public.  New  issues  of 
stock  are  referred  to  as  initial  public  offerings  (IPOs).  Later  capital  needs,  per- 
haps for  expansion  of  the  business,  may  be  financed  through  corporate  profits 
or  by  selling  additional  new  issues.  Investment  banking 
firms  serve  as  intermediaries  between  the  issuing  company 
and  the  investing  public  in  the  primary  markets. 

For  example,  assume  that  Running  Paws,  now  a  success- 
ful small  corporation,  wants  to  sell  its  products  nationally. 
The  owners  have  calculated  that  they  will  need  about  $5  mil- 
lion for  this  expansion.  After  careful  analysis,  they  estimate 
that  the  per-share  market  value  of  their  new  100,000  shares 
of  stock  will  likely  be  about  $25.  (The  remainder  of  the 
needed  funds  will  be  raised  by  issuing  long-term  bonds  and 
taken  out  of  profits.)  The  investment  banker  negotiates  a 
purchase  price — perhaps  $24 — after  assessing  the  likely  mar- 
ketability of  the  stock  and  the  expenses  anticipated  in  selling 
it.  The  $1  difference  between  the  purchase  price  and  the 
expected  resale  price  represents  the  potential  profit  for  both 
the  investment  banker  and  the  brokerage  firm  that  eventu- 
ally sells  the  stock  to  the  investing  public.  When  negotia- 
tions are  complete,  the  investment  banker  publicly 
announces  the  availability  of  the  stock  as  of  a  certain  date. 
The  investment  banker  sells  blocks  of  shares  to  brokerage 
firms,  which  in  this  example  will  pay  $24.50  per  share,  thus 
earning  $0.50  per  share  for  the  investment  banker.  When  the 
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shares  are  sold  to  the  investing  public  for  $25,  the  other  $0.50  represents  the  bro- 
kerage firms'  per-share  profit.  Brokerage  firms  charge  no  sales  commissions  on 
the  sale  of  new  securities.  When  firms  are  too  small  to  use  the  services  of  an 
investment  banker,  they  use  venture  capitalists  (private  lenders)  or  stockbrokers 
instead.  Figure  16.1  illustrates  this  flow  of  stocks  and  bonds  in  the  primary  mar- 
kets. 

Secondary  Markets 

After  securities  have  been  sold  in  the  primary  markets,  they  are  resold  in  the  sec- 
ondary markets,  which  are  composed  of  organized  stock  exchanges  and  the 
over-the-counter  market.  These  secondary  markets  are  commonly  known  as 
securities  markets. 

You  can  buy  or  sell  securities  in  the  organized  exchanges  through  a  stock- 
broker who  works  for  a  brokerage  firm.  A  stockbroker  is  licensed  to  buy  and  sell 
securities  on  behalf  of  clients,  provides  them  with  investment  advice  and  infor- 
mation, and  generally  collects  a  commission  on  each  purchase  or  sale  of  such 
securities.  A  stockbroker  may  also  be  called  an  account  executive,  registered 
representative,  or  sales  representative.  He  or  she  may  either  buy  securities  for 
the  firm's  own  account  that  are  then  sold  to  investors  or  arrange  the  transactions 
between  buyers  and  sellers.  Stockbrokers  must  disclose  when  they  are  selling 
securities  owned  by  the  firm  for  which  they  work.  Figure  16.2  shows  the  flow  of 
stocks,  bonds,  and  other  securities  in  secondary  markets.  Note  that  the  issuing 
corporations  are  no  longer  involved  in  any  of  the  transactions. 


Figure  16.2 
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Organized  Stock  Exchanges 

An  organized  stock  exchange  (or  stock  market)  is  a  market 
where  agents  of  buyers  and  sellers  meet  and  trade  a  specified 
list  of  securities,  usually  the  stocks  and  bonds  of  the  larger, 
more  well-known  companies.  More  than  three-fourths  of  all 
securities  bought  and  sold  are  traded  on  one  of  the  organized 
exchanges,  which  include  the  New  York  Stock  Exchange,  the 
American  Stock  Exchange,  and  regional  stock  exchanges 
(such  as  the  Pacific  Stock  Exchange). 

Only  members  of  each  stock  exchange  can  trade  securities 
on  the  floor  of  the  exchange.  A  member  firm  is  an  organiza- 
tion that  has  purchased  a  seat  on  the  exchange,  which  gives 
the  firm  the  legal  right  to  buy  and  sell  securities  on  the 
exchange.  The  New  York  Stock  Exchange  contains  1366  seats, 
a  fixed  number,  and  large  brokerage  firms  have  multiple  seats. 

Each  exchange  trades  only  listed  securities.  Securities 
with  this  designation  have  been  approved  by  the  exchange 
for  sale  on  its  floor  and  the  issuing  companies  have  met  var- 
ious criteria  regarding  number  of  stockholders,  numbers  of 
shares  owned  by  the  public  (outstanding  shares),  market 
value  of  each  share,  and  corporate  earnings  and  assets.  These 
minimum  requirements  provide  some  assurance  to  investors 
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that  the  stocks  traded  are  issued  by  reputable  companies.  Companies  may  be 
delisted  if  they  fail  to  meet  the  minimum  requirements  at  a  later  date. 

New  York  Stock  Exchange  Founded  in  1792,  the  New  York  Stock  Exchange 
(NYSE)  is  by  far  the  largest  exchange  in  the  world  and  has  the  most  stringent 
requirements  for  listing.  Corporations  must  have  minimum  earnings  of  $2.5 
million  before  taxes,  net  assets  of  at  least  $16  million,  a  minimum  of  1.2  million 
shares  publicly  held,  a  market  value  of  outstanding  stocks  of  no  less  than  $18 
million,  and  a  minimum  of  2000  shareholders  owning  at  least  100  shares  each 
to  be  listed  on  the  "Big  Board."  More  than  3250  stocks  offered  by  the  approxi- 
mately 2750  companies  on  the  NYSE  account  for  about  97  percent  of  the  mar- 
ket value  of  all  listed  stocks  on  the  various  exchanges.  The  average  price  per 
share  on  the  NYSE  is  $33.  The  same  stocks  can  be  sold  on  more  than  one 
exchange,  and  the  NYSE  exchange  accounts  for  about  80  percent  of  all  stock 
trades. 

American  Stock  Exchange  The  American  Stock  Exchange  (ASE  or  AMEX),  also 
located  in  New  York  City,  is  the  second-largest  exchange  in  the  United  States 
The  AMEX  was  started  in  1849  when  people  traded  securities  on  a  corner  of  Wall 
Street,  which  has  since  become  the  financial  nerve  center  of  the  United  States. 
Today  the  American  Stock  Exchange  lists  more  than  940  stocks  and  260  bonds. 
Its  listing  requirements  are  less  stringent  than  those  of  the  NYSE.  Consequently, 
the  AMEX  lists  primarily  smaller  and  younger  companies  than  does  the  NYSE; 
the  average  per  share  price  on  the  AMEX  is  $24.  The  American  Stock  Exchange 
may  be  merging  with  NASDAQ  (see  below). 

Regional  Stock  Exchanges  Regional  stock  exchanges  trade  securities  mainly  of 
interest  to  investors  living  in  certain  areas  (as  well  as  other  securities).  Many 
stocks  listed  on  the  NYSE  and  the  AMEX  are  also  listed  on  some  regional 
exchanges  to  encourage  more  trading;  smaller  firms  are  also  listed.  The  Pacific 
Stock  Exchange  (PSE),  for  example,  requires  net  assets  of  only  $1  million  for  list- 
ing, in  addition  to  other  criteria.  Owing  to  the  difference  in  time  zones,  the  PSE 
stays  open  for  trading  for  a  few  hours  later  than  the  New  York-based  exchanges. 
Other  regional  stock  exchanges  include  the  Boston,  Cincinnati,  Intermountain, 
Midwest,  Philadelphia,  and  Spokane  exchanges. 

NASDAQ  Over-the-Counter  Market  Publicly  traded  securities  not  sold  on  an 
organized  exchange  are  traded  on  the  over-the-counter  (OTC)  market.  In  the 
OTC  market,  buyers  and  sellers  negotiate  transaction  prices,  often  using  a 
sophisticated  telecommunications  network  connecting  brokerage  firms  through- 
out the  United  States  that  is  run  by  the  National  Association  of  Securities  Deal- 
ers (NASD).  Its  NASDAQ  system  provides  prices  on  securities  offered  by  more 
than  4900  small  domestic  and  foreign  companies.  These  securities  often  include 
the  stocks  and  bonds  of  small  firms  that  do  not  have  many  shares  outstanding 
and  do  not  have  much  trading  interest;  a  few  large  companies  are  also  listed, 
however.  No  central  exchange  floor  for  transactions  exists,  and  trades  are 
accomplished  via  computer  screens.  The  OTC  market  has  few  listing  require- 
ments, and  the  price  per  share  for  a  typical  OTC  stock  is  $11.  The  NASDAQ  may 
be  merging  with  the  AMEX. 
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In  an  OTC  sale,  a  stockbroker  at  a  brokerage  firm  representing  a  buyer  com- 
municates with  another  brokerage  firm  that  has  the  desired  securities.  The  sec- 
ond brokerage  firm  is  more  accurately  known  as  a  broker/dealer  because,  in 
addition  to  offering  the  usual  brokerage  services,  it  can  "make  a  market"  for  one 
or  more  securities.  Thus,  broker/dealers  both  buy  and  sell  securities.  Market 
making  occurs  when  a  broker/dealer  attempts  to  provide  a  continuous  market 
by  maintaining  an  inventory  of  specific  securities  to  sell  to  other  brokerage  firms 
and  stands  ready  to  buy  reasonable  quantities  of  the  same  securities  at  market 
prices.  To  avoid  potential  conflicts  of  interest  with  a  client,  when  a  stockbroker 
sells  securities  in  which  the  brokerage  firm  has  made  a  market,  the  buying 
investor  must  be  informed  of  that  fact. 

The  transaction  price  is  negotiated  because  two  prices  are  involved.  The  bid 
price  is  the  highest  price  anyone  has  declared  he  or  she  wants  to  pay  for  a  secu- 
rity. Thus,  it  also  represents  the  amount  a  brokerage  firm  is  willing  to  pay  for  a 
particular  security.  The  asked  price  is  the  lowest  anyone  will  accept  at  that  time 
for  a  particular  security.  Thus,  it  also  represents  the  amount  for  which  a  broker- 
age firm  is  willing  to  sell  a  particular  security.  The  spread  comprises  the  differ- 
ence between  the  bid  price,  at  which  a  broker  will  buy  shares,  and  the  higher 
asked  price,  at  which  the  broker  will  sell  shares.  The  spread  can  be  as  little  as 
12'/2  cents  per  share,  but  typically  ranges  from  25  to  50  cents  for  most  over-the- 
counter  stocks.  In  addition  to  paying  the  asked  price,  the  investor  typically  pays 
the  broker  a  nominal  sales  commission. 

Electronic  Communications  Networks  The  traditional  organized  stock  markets 
are  being  challenged  by  electronic  communications  networks  (ECNs)  where 
all  middlemen  are  excluded  from  transactions.  ECN  computers  look  for  match- 
ing buy  and  sell  orders  and  execute  the  trades.  Popular  ECNs  are  Island  and 
Instinet. 


Regulation  of  Securities  Markets 

Self-regulation  is  important  in  the  securities  industry  because  the  public  must 
trust  the  market  before  it  will  invest.  Accordingly,  organized  exchanges  dictate 
rules  and  regulations  for  listing  and  for  trading.  Similarly,  the  over-the-counter 
market  is  regulated  by  its  self-regulatory  organization  (SRO),  the  National 
Association  of  Securities  Dealers.  An  SRO  is  a  private  organization  designated  by 
Congress  to  operate  and  oversee  an  aspect  of  the  securities  business.  SROs  aim 
to  provide  investors  with  accurate  and  reliable  information  about  securities, 
maintain  ethical  standards,  and  prevent  fraud  against  investors.  All  states  now 
require  registration  of  securities  to  be  sold  within  the  state. 

Federal  regulation  of  securities  began  with  the  Securities  Act  of  1933  and  the 
formation  of  the  Securities  and  Exchange  Commission  (SEC)  in  1934.  The  SEC 
has  focused  on  requiring  disclosure  of  information  about  securities  to  the 
investing  public  and  on  approving  the  rules  and  regulations  employed  by  the 
larger  organized  securities  exchanges.  It  requires  registration  of  listed  securities 
with  appropriate  and  updated  information.  In  addition,  it  regulates  all 
exchange  members  and  prohibits  manipulative  practices,  such  as  using  insider 
information  for  illegal  personal  gain  or  falsely  causing  the  price  of  a  security  to 
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rise  or  fall.  As  part  of  its  duties,  this  agency  regulates  the  advertising  of  securi- 
ties and  requires  that  proxies  and  proxy  statements  be  mailed  in  a  timely  man- 
ner to  all  stockholders.  The  SEC,  which  possesses  investigative  police  powers, 
has  been  characterized  as  a  government  agency  that  "strictly  regulates  the  hon- 
esty and  practices  of  the  securities  industry"  and  depends  upon  effective 
self-regulation.  The  SEC's  toll-free  number  for  inquiries  and  complaints  is  (800) 
732-0330. 

Investor's  insurance  further  protects  the  investing  public.  The  Security 
Investors  Protection  Corporation  (SIPC)  is  a  government  agency  that  safeguards 
the  funds  entrusted  by  investors  to  a  brokerage  firm  in  case  the  firm  fails,  pro- 
vided that  the  firm  is  registered  with  the  SEC  as  required.  Each  of  an  investor's 
accounts  at  a  brokerage  firm  is  protected  against  financial  loss  as  a  result  of  unre- 
turned  securities  and  cash  up  to  a  total  of  $500,000,  but  no  more  than  $100,000 
cash.  Investment  losses  are  not  covered;  instead,  the  SIPC  protects  investors  only 
when  brokerage  firms  go  bankrupt. 

All  brokerage  firms  have  a  number  of  legal  fiduciary  obligations  to  their 
investors.  Although  abuses  in  the  securities  industry  are  rare,  a  small  minority  of 
unethical  stockbrokers  practice  churning  of  investors'  accounts — that  is,  they 
encourage  investors  to  buy  and  sell  securities  frequently  in  an  effort  to  earn  more 
commissions  for  themselves.  Other  abuses  occur  when  brokers  forecast  unrealis- 
tic investment  returns  and  when  clients  are  encouraged  to  select  inappropriate 
types  of  investments  for  their  portfolios.  Brokers  have  the  duty  to  protect  cus- 
tomers from  pursuing  investment  strategies  that  are  destined  to  fail  as  well  as  the 
duty  to  supervise  the  client's  suitability  as  an  investor  on  an  ongoing  basis. 

As  a  matter  of  convenience,  more  than  60  percent  of  investors  prefer  to  leave 
securities  certificates  in  the  name  of  their  brokerage  firm  rather  than  to  take 
physical  possession  themselves.  Securities  certificates  kept  in  the  brokerage 
firm's  name  instead  of  the  name  of  the  individual  investor  are  known  as  the 
security's  street  name.  This  is  done  to  facilitate  resale.  Securities  held  in  the 
street  name  are  also  afforded  SIPC  protection. 


d    Discuss  types  of 
brokerage  firms. 


Operation  of  a  Brokerage  Firm 


The  great  majority  of  securities  transactions  in  the  primary  and  secondary  mar- 
kets are  executed  with  the  assistance  of  a  brokerage  firm  that  owns  seats  on  the 
various  organized  exchanges.  You  can  use  either  a  general  brokerage  firm  or  a 
discount  brokerage  firm;  both  charge  commissions  for  any  trading  they  conduct 
on  your  behalf.  You  should  make  clear  to  the  brokerage  firm,  in  writing,  your 
investment  objectives  and  your  desired  level  of  risk. 


General  Brokerage  Firms 

A  traditional  general  brokerage  firm  typically  offers  full  services  to  customers, 
including  a  company  investment  newsletter  that  discusses  general  economic 
trends  and  offers  investment  recommendations,  periodic  reports  that  cover  par- 
ticular market  trends  and  industries,  capsule-written  research  analyses  that  assess 
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hundreds  of  individual  companies  (available 
to  customers  just  for  the  asking),  and  the  per- 
sonal advice  and  attention  of  one  of  the  thou- 
sands of  stockbrokers  working  in  the  United 
States.  The  philosophy  of  general  brokerage 
firms,  such  as  Merrill  Lynch  or  Smith  Barney, 
is  geared  toward  the  value-added  benefit  of 
having  someone  personally  advise  you  about 
investments.  These  firms  maintain  up-to-the- 
minute  contact  with  the  investment  world 
through  electronic  equipment  (usually  includ- 
ing a  quotation  board,  which  is  an  electronic 
display  that  reports  all  security  transactions 
on  the  major  exchanges  as  they  occur)  and 
subscribe  to  expensive  but  valuable  news  wire 
services  that  can  keep  customers  apprised  of 
world  news  affecting  particular  investments. 
The  interested  investor  may  obtain  price  quotations  on  securities  over  the  tele- 
phone. Brokerage  firms  also  maintain  a  reference  library  and  provide  custodial 
services  to  safely  hold  securities  for  customers.  Investors  receive  monthly  state- 
ments summarizing  all  of  their  transactions  and  commissions,  dividends,  and 
interest. 


You  can  check  the  background  of  a  stockbroker  or  a 
brokerage  firm  by  filling  out  an  information  request 
form  obtained  from  the  National  Association  of 
Securities  Dealers  (P.O.  Box  9401,  Gaithersburg,  MD 
20898).  Upon  request,  the  NASD  will  inform  you 
whether  a  securities  firm  or  any  of  its  employees 
have  been  subject  to  disciplinary  proceedings.  The 
NASD's  toll-free  number  is  (800)  289-9999.  Visit  its 
Web  site  at  www.nasdr.com/2000.htm. 


Commissions  and  Fees 

Brokerage  firms  receive  a  commission  on  each  securities  transaction  to  cover  the 
direct  expenses  of  executing  the  transaction  and  other  overhead  expenses.  Most 
brokerage  firms  have  an  established  fee  schedule  that  they  use  when  dealing 
with  any  but  the  largest  investors.  These  fees  reflect  a  commission  rate  that 
declines  as  the  total  value  of  the  transaction  increases.  For  example,  in  lieu  of  a 
minimum  commission  charge  of  $25,  a  brokerage  firm  might  charge  2.8  percent 
on  a  transaction  amounting  to  less  than  $800,  1.8  percent  on  transactions 
between  $800  and  $2500,  1.6  percent  on  amounts  between  $2500  and  $5000, 
and  1.2  percent  on  amounts  exceeding  $5000. 

Transaction  costs  are  based  on  sales  of  round  lots,  which  are  blocks  of  stock 
in  units  of  100  shares,  or  one  $1000  bond.  Odd  lots  comprise  transactions  in 
units  of  more  or  other  than  units  in  multiples  of  100  shares.  When  brokerage 
firms  buy  or  sell  shares  in  odd  lots,  they  may  charge  a  fee  of  12.5  cents  (called 
an  eighth)  per  share  on  the  odd-lot  portion  of  the  transaction.  For  example,  an 
order  for  140  shares  at  $25  each  (total  value  $3500)  could  carry  a  round-lot  com- 
mission fee  of  $40  (100  shares  x  $25  =  $2500;  $2500  x  0.016  =  $40)  plus  an 
odd-lot  fee  of  $5  (40  shares  x  $0,125),  for  a  total  fee  of  $45. 

The  payment  of  commissions  can  quickly  reduce  the  return  on  any  invest- 
ment. A  purchase  commission  of  2  percent  added  to  a  sales  commission  of 
another  2  percent  means  that  the  investor  must  earn  a  4  percent  yield  just  to  pay 
the  transaction  costs.  Broker's  commissions  typically  range  from  1  to  20  percent, 
depending  on  the  investment  bought  or  sold.  The  easiest  way  to  hold  down 
investing  costs  is  to  find  a  brokerage  firm  that  charges  low  commissions. 
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Discount  Brokerage  Firms 

In  recent  years,  many  investors  have  chosen  to  use  discount  brokerage  firms, 
which  can  execute  trades  for  about  50  to  70  percent  less  than  full-service  bro- 
kers. They  feature  especially  low  commission  charges  because  they  provide  lim- 
ited services  to  customers.  They  focus  on  a  single  function:  efficiently  executing 
orders  to  buy  and  sell  securities.  Discount  brokerage  firms  do  not  normally  con- 
duct research  or  provide  specific  investment  advice  to  customers.  To  initiate  a 
transaction,  an  investor  calls  the  discount  brokerage  firm  at  a  toll-free  telephone 
number  to  get  price  quotes,  check  accounts,  and  buy  and  sell  securities  without 
talking  to  a  human.  Examples  include  Accutrade  [(800)  882-4887],  Brown  [(800) 
822-2021],  and  Charles  Schwab  [(800)  435-4000]. 

Some  discount  brokers  allow  investors  to  purchase  no-load  mutual  funds  as 
well  as  stocks  and  bonds,  although  those  funds  charge  12b-l  fees  every  year.  In 
addition,  more  than  30  brokerage  firms  offer  on-line  trading  at  deeply  discounted 
brokerage  fees.  Examples  include:  Datek  [www.datek.com,  (888)  463-2835],  E*trade 
[www.etrade.com,  (800)  387-2331],  and  Scottsdale,  [www.scottrade.com,  (800)  906- 
7268].  Typically,  if  you  have  an  account  balance  of  $10,000,  you  can  trade  as 
many  as  5000  shares  for  about  $10. 

Opening  an  Account 

If  you  decide  not  to  buy  and  sell  securities  through  a  discount  brokerage  firm, 
you  must  select  a  suitable  general  brokerage  firm  and  a  specific  stockbroker  at 
that  firm  to  represent  your  interests.  Make  your  decisions  with  care.  The  broker- 
age firm  should  be  exchange-registered,  meaning  that  it  agrees  to  comply  with 
the  rules  and  regulations  mandated  by  the  exchange.  Avoid  brokerage  firms  with 
even  a  slightly  suspect  reputation. 

You  can  open  three  kinds  of  accounts  with  a  brokerage  firm:  (1)  a  cash 
account,  (2)  a  margin  account,  and  (3)  a  discretionary  account.*  A  cash  account 

requires  an  initial  deposit  (perhaps  as  little 
as  $50)  and  specifies  that  full  settlement  is 
due  the  brokerage  firm  within  three  busi- 
ness days  after  a  buy  or  sell  order  has  been 
given.  After  a  transaction,  your  account  is 
debited  or  credited  and  written  confirma- 
tion immediately  forwarded  to  you.  Unin- 
vested money  may  be  placed  in  the  bro- 
kerage firm's  money  market  account,  with 
interest  being  credited  to  you. 


Many  brokerage  firms  also  offer  a  separate  wrap 
account  where  the  company  offers  achice  and 
then  both  selects  and  manages  a  client's  portfo- 
lio of  mutual  funds  for  a  fee  of  1  to  2  percent  of 
assets  per  year.  This  charge  comes  in  addition  to 
the  funds'  annual  expenses  and  any  sales 
charges  (loads)  associated  with  the  funds.  Many 
mutual  fund  companies  also  offer  wrap 
accounts. 


j j 

1  Did  You 

About  Ownership  of 

IKNOWH 

Securities  Investments 

Like  other  assets,  securities  may  be  owned  in  joint  ten- 
ancy with  right  of  survivorship,  tenancy  in  common,  or 
tenancy  by  the  entirety  (as  discussed  in  Chapters  4  and 
17).  In  contrast,  assets  in  employee-benefit  retirement 
plans,  such  as  401(k)  accounts,  are  always  owned  by  the 
employee.  Rules  generally  permit  only  the  worker  to 
name  the  person  to  receive  the  proceeds  upon  death. 
For  investments  held  outside  of  such  accounts,  splitting 
the  form  of  ownership  using  joint  tenancy  with  right  of 
survivorship  may  help  avoid  estate  taxes  because  sepa- 
rately titled  assets  can  be  transferred  to  a  bypass  trust 
(a  topic  examined  in  Chapter  19). 
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In  a  margin  account,  the  brokerage  firm  agrees  to  lend  the  customer  part  of 
the  funds  for  the  purchase  of  securities.  Such  an  account  requires  a  deposit  of 
substantial  cash  or  securities  ($2000  or  more)  but  permits  you  to  buy  additional 
securities  on  credit  using  funds  borrowed  from  the  firm.  Both  the  Federal  Reserve 
Board  and  the  brokerage  firm  establish  rules  on  the  maximum  amount  of  credit 
that  can  be  used  to  purchase  other  securities.  (Buying  on  margin  is  discussed  in 
Chapter  17,  "Real  Estate  and  Advanced  Portfolio  Management.")  A  discre- 
tionary account  gives  the  brokerage  firm  discretion  to  buy  and  sell  securities  on 
your  account.  Both  margin  and  discretionary  accounts  require  that  the  investor 
and  the  brokerage  firm  agree  to  operate  under  a  specific  set  of  guidelines. 


J    Interpret  newspaper 
quotations  for  listed 
securities. 


Interpretation  of  Stock,  Bond, 
and  Mutual  Fund  Quotations 


The  daily  buying  and  selling  transactions  of  stocks  and  bonds  on  secondary  mar- 
kets are  summarized  in  the  Wall  Street  Journal,  the  most  widely  read  financial 
newspaper  in  the  United  States  (http://update.wsj.com).  Additional  information 
can  be  found  in  the  weekly  newspaper  Barron's.  Most  daily  newspapers  also  pub- 
lish abbreviated  information. 

To  keep  abreast  of  market  information,  you  should  know  how  to  read  news- 
paper quotations  for  listed  stocks,  over-the-counter  stocks,  bonds,  and  mutual 
funds.  Figure  16.3  on  the  following  page  gives  quotations  for  listed  stocks  on  the 
New  York  Stock  Exchange  on  one  particular  day.  The  companies  listed  have  an 
abbreviated  trading  symbol.  We  will  examine  the  common  stock  listing  for 
Mobil  Corporation,  indicated  by  the  MOB  symbol,  following  the  quotations  col- 
umn by  column. 

Columns  1  and  2:  52  Weeks,  High  and  Low  The  first  two  columns  show  that 
Mobil  traded  stock  at  a  high  price  of  102  and  a  low  of  76  5/8  during  the  past 
52  weeks  plus  the  current  week,  not  including  the  previous  trading  day.  Stock 
transactions  are  reported  in  eighths,  with  each  eighth  representing  12.5  per- 
cent of  the  base  price  (dollars  in  this  case).  Thus,  during  the  past  12  months, 
Mobil  stock  ranged  in  price  from  $102  to  $76.25.* 

Column  3:  Stock  This  column  gives  the  name  of  the  stock — in  this  example, 
Mobil. 

Column  4:  Sym  This  column  provides  the  abbreviated  symbol  used  to  identify 
the  name  of  the  stock — in  this  example,  MOB  for  Mobil. 

Column  5:  Div  The  dividend  amount  is  based  on  the  last  quarterly  declaration 
by  the  company.  For  example,  Mobil  last  paid  a  dividend  (perhaps  quarterly 
or  semiannually)  that,  when  converted  to  an  annual  basis,  amounts  to  an  esti- 
mated $3.70  annual  dividend. 

Column  6:  Yld%  The  figure  in  this  column  represents  the  yield  of  dividend 
income  calculated  by  dividing  the  current  price  of  the  stock  into  the  most 


The  stock  markets  are  expected  to  soon  convert  to  quoting  prices  in  decimals,  like  the  dollars  and 
cents  of  everyday  currency,  rather  than  fractions.  Until  then,  markets  will  switch  to  sixteenths 
instead  of  eighths,  with  each  sixteenth  representing  6.25  cents. 
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Figure  16.3 
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recent  estimated  annual  dividend.  The  price  of  the  Mobil  stock  (S95)  is  found 
in  column  11;  thus  $3.70  -5-  $95  =  3.9  percent. 
Column  7:  P/E  This  figure  provides  the  price/earnings  ratio  based  on  the  cur- 
rent price.  The  earnings  figure  used  to  calculate  the  P/E  ratio  is  not  published 
in  the  daily  newspaper  but  is  the  latest  available  12-month  earnings  amount 
published  by  the  company.  Because  the  P/E  ratio  is  based  on  actual  perfor- 
mance, it  is  known  as  a  trailing  P/E.  When  Mobil's  closing  price  of  $95  is 
divided  by  the  earnings,  it  gives  a  P/E  ratio  of  21.  From  this  figure,  we  can 
deduce  that  Mobil's  previous  12  month's  earnings  were  $4.52  ($95  ■*-  21). 
Column  8:  Vol  lOOs  This  figure  indicates  the  total  volume  of  trading  activity  for 
the  stock  measured  in  hundreds.  Thus,  645,700  shares  of  Mobil  were  traded 
on  this  day. 
Columns  9,  10,  and  11:  High,  Low,  and  Close  These  three  figures  indicate  the 
range  of  prices  at  which  the  stock  traded  on  this  day.  High  is  the  highest  price 
at  which  it  traded,  Low  is  the  lowest  price,  and  Close  is  the  last  trade  of  the 
day  before  the  market  closed. 
Column  12:  Net  Chg  The  net  change  represents  the  difference  between  the  clos- 
ing price  on  this  day  and  the  closing  price  on  the  previous  trading  day.  The 
Mobil  closing  price  of  $95  was  down  V2  from  the  previous  closing  price, 
which  must  have  been  $95.50. 

Figure  16.4  shows  recent  over-the-counter  stock  quotations,  known  as  NAS- 
DAQ. New  Jersey  Steel  common  stock  (NJST  symbol),  for  example,  ranged  in 
price  over  the  past  year  from  17V2  to  9V2.  NJST  has  not  paid  a  dividend  during 
the  past  12  months.  On  this  day,  1400  shares  were  traded  at  prices  between  11 
and  103/4,  and  the  price  of  the  closing  sale  (11)  was  down  V2  from  the  last  sale 
of  the  previous  day. 

Figure  16.5  shows  corporate  bond  quotations  for  the  Lilly  Corporation  for 
one  particular  day.  The  line  for  Lilly  shows  that  5000  bonds  (volume  of  5  x 
1000),  due  in  the  year  2001,  with  a  coupon  yield  of  8V8  ($8,125),  were  traded.  In 
bond  quotations,  typically  only  the  closing  price  of  the  day  is  reported — 1083/8 
($108,375)  in  this  instance.  The  last  sale  of  the  day  of  the  Lilly  bonds  was  priced 
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Figure  16.4 


How  Over-the-Counter  Stocks  Are  Quoted 
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at  $108,375  (108-78),  which  represented  a  l7/8  ($1,875)  increase  from  the  last  sale 
of  the  previous  day.  The  current  yield  (Cur  Yld)  is  rounded  to  7.5  percent  ($8. 1 25 
*  $108,375  =  7.49  percent). 

Financial  tables  in  newspapers  list  mutual  fund  prices  and  sales  activity,  as 
illustrated  in  Figure  16.6  on  the  following  page.  The  name  of  the  fund  is  fol- 
lowed by  its  investment  objective  as  stated  in  the  company's  prospectus.  For 
example,  within  the  group  listing  for  Fidelity  mutual  funds,  the  Magellan  Fund 
(abbreviated  as  Magln)  has  an  objective  listed  as  GRO  (growth). 

Fidelity's  Magellan  Fund  (Magln)  has  a  net  asset  value  (NAV)  of  $89.62.  An 
NL  in  the  Offer  Price  column  stands  for  no-load,  meaning  that  no  front-end  sales 
charge  is  assessed;  in  Fidelity  Magellan's  case,  however,  the  column  lists  a  price 
of  $92.39.  Thus,  this  load  fund  has  an  Offer  Price  (offering  price)  of  $92.39,  and 
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Figure  16.6 


How  Mutual  Funds  Are  Quoted 
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the  NAV  Chg  (net  asset  value  changed)  dropped  $0.05  from  the  closing  quota- 
tion of  the  previous  day.  The  next  three  columns  refer  to  Total  Return.  The  YTD 
column  (year  to  date)  total  return  figure  assumes  that  all  dividends  were  rein- 
vested and  sales  charges  are  omitted;  for  Fidelity,  the  year  to  date  return  is  34.7 
percent.  Calculations  for  the  total  return  over  the  previous  13  weeks  (13  wks) 
and  past  three  years  (3  yrs)  are  also  provided;  in  this  example,  Fidelity  Magellan 
returned  14.9  percent  over  the  previous  13  weeks  and  20.7  percent  over  the  past 
three  years.  The  final  column  labeled  R  reveals  the  ranking  (by  quintiles  on  an 
A  through  E  scale)  for  the  fund  compared  with  others  grouped  by  the  same 
investment  objective.  Fidelity  Magellan  received  an  A  ranking,  placing  it  in  the 
upper  20  percent  of  funds  with  a  similar  investment  objective  over  the  past  year. 

In  mutual  funds,  the  NAV  is  also  known  as  the  mutual  fund  bid  price. 
Shareholders  receive  this  amount  per  share  when  they  cash  in  (redeem)  their 
shares — that  is,  the  company  is  willing  to  pay  this  amount  to  buy  the  shares 
back.  On  this  day,  Fidelity  Magellan  Fund  is  bidding  S89.62  to  repurchase  any 
shares  outstanding.  For  mutual  funds,  the  mutual  fund  asked  price  (or  offer 
price)  is  the  price  at  which  a  mutual  fund's  share  can  be  purchased  by  investors; 
it  equals  the  current  net  asset  value  per  share  plus  sales  charges,  if  any.  Thus,  if 
you  wanted  to  buy  Fidelity's  Magellan  Fund,  the  company  would  offer  to  sell  it 
to  you  for  $92.39.  The  sales  commission  (load)  may  be  calculated  as  a  factor  of 
the  difference  between  the  two  prices  ($92.39  -  $89.62  =  $2.77;  $2.77  +  $92.39 
=  3.0  percent).  By  law,  this  load  must  be  the  same  whether  you  purchase  shares 
from  a  fund  or  through  a  brokerage  firm. 

The  SEC  requires  that  listings  show  a  footnote  p  to  mark  those  that  assess  an 
annual  12b-l  fee  for  marketing  expenses;  no-load  mutual  funds  may  be  listed  as 
NL  even  if  they  assess  this  fee,  however.  Funds  that  have  authorized  12b-l  fees 
but  are  not  currently  using  them  do  not  have  to  put  a  p  next  to  their  names.  In 
addition,  the  SEC  requires  that  footnote  r  be  placed  after  the  names  of  mutual 
funds  to  identify  those  that  assess  redemption  charges  or  exit  fees.  A  redemption 
charge  may  be  small  and  either  permanent  or  temporary;  alternatively,  it  may  be 
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large — perhaps  starting  at  6  percent — and  decline  gradually  until  it  disappears.  A 
mutual  fund  may  assess  a  redemption  charge  and  still  be  called  no-load.  A  list- 
ing with  both  a  p  and  an  r  means  that  the  fund  levies  both  12b-l  fees  and 
redemption  charges;  such  funds  may  not  be  listed  as  a  no-load.  Some  newspa- 
pers use  the  footnote  t  to  indicate  mutual  funds  that  charge  both  12b-l  and 
redemption  fees.  Fidelity  Magellan  has  no  footnotes. 

The  newspapers'  quotations  for  no-load  mutual  funds  are  easier  to  compre- 
hend. In  Figure  16.6,  the  Fidelity  New  Markets  Fund  (NewMkt)  has  a  net  asset 
value  (NAV)  of  $9.05,  is  a  no-load  fund  (NL),  and  had  a  change  in  the  net  asset 
value  (NAV  Chg)  of  down  $0.01  from  the  closing  price  of  the  previous  trading 
day.  Thus,  if  you  wanted  to  buy  or  sell  shares  of  this  Fidelity  fund  on  this  day, 
the  price  would  be  $9.05  per  share.  Note  that  the  Fidelity  New  Markets  Fund 
assesses  a  redemption  fee  (it  has  a  footnote  r). 


EI 


Securities  Transactions  and  the  Investor 


Describe  the  process  of 
buying  and  selling  securities. 


As  many  as  50  million  shares  of  stocks  may  be  traded  daily  on  the  over-the- 
counter  market  in  the  United  States  and  another  400  million  shares  traded  on 
the  New  York  Stock  Exchange.  Between  75  and  80  percent  of  the  trading  is  con- 
ducted by  large  investment  banks  and  mutual  funds.  Every  trade  brings  together 
a  buyer  and  a  seller  to  conclude  the  transaction  at  a  given  price. 


The  Trading  Process 

To  illustrate  the  process  of  trading  securities,  assume  you  instruct  brokerage  firm 
A  to  purchase  a  certain  number  of  shares  at  a  specific  price.  The  firm  relays  the 
buy  order  to  representative  A,  who  coordinates  brokerage  firm  A's  trading. 
Because  brokerage  firm  A  has  a  seat  on  the  exchange,  the  buy  order  is  then  given 
to  floor  broker  A,  the  brokerage  firm's  contact  person  at  the  exchange.  This  bro- 
ker contacts  a  specialist,  who  is  a  person  on  the  floor  of  the  exchange  who  han- 
dles trades  of  the  particular  stock  in  an  effort  to  maintain  a  fair  and  orderly  mar- 
ket. The  buy  order  is  filled,  either  by  taking  shares  from  the  specialist's  own 
inventory  or  by  matching  another  investor's  sell  order. 


Matching  or  Negotiating  Prices 

On  the  organized  exchanges,  a  match  must  occur  between  the  buyer's  price  and 
the  seller's  price  for  a  sale  to  take  place.  Therefore,  a  specialist  could  hold  a  spe- 
cific order  for  a  few  minutes,  a  few  hours,  or  even  a  week  before  a  match  is  made. 
With  actively  traded  issues,  a  transaction  normally  is  completed  in  just  a  few 
minutes.  A  slower-selling  security  can  be  traded  more  quickly  if  an  investor  is 
willing  to  accept  the  current  market  price  (as  discussed  below). 

On  the  over-the-counter  market,  the  bid  and  asked  prices  represent  negotia- 
tion of  a  final  price.  If  a  buyer  does  not  want  to  pay  the  asking  price,  he  or  she 
instructs  the  stockbroker  to  offer  a  lower  bid  price,  which  may  or  may  not  be 
accepted.  If  it  is  refused,  the  buyer  might  cancel  the  first  order  and  raise  the  bid 
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slightly  in  a  second  order  in  the  hope  that  the  owner  will  sell  the  shares  at  that 
price.  Otherwise,  the  buyer  may  have  to  pay  the  full  asked  price  to  complete  the 
picture.  Generally,  OTC  trades  occur  at  prices  between  the  bid  and  asked  figures. 


Types  of  Orders 

Only  two  types  of  orders  exist — buy  and  sell.  A  stockbroker  buys  or  sells  securi- 
ties according  to  prescribed  instructions  in  a  process  called  executing  an  order. 
The  constraints  that  can  be  placed  on  the  prices  of  those  orders  are  called  mar- 
ket, limit,  and  stop  orders. 

Market  Order  A  market  order  instructs  the  stockbroker  to  execute  an  order  at 
the  prevailing  market  price — that  is,  the  current  selling  price  of  a  security.  A 
stockbroker  can  generally  secure  a  transaction  within  a  few  minutes.  In  reality, 
the  floor  broker  tries  to  match  the  instructions  from  many  investors  with  the 
narrow  range  of  prices  available  from  the  specialist.  Traders  on  the  floor  of  the 
stock  market  typically  shout  and  signal  back  and  forth  as  part  of  this  effort  to 
match  buyers  and  sellers.  Most  trades  are  market  orders. 

Limit  Order  A  limit  order  instructs  the  stockbroker  to  buy  or  sell  at  a  specific 
price.  A  limit  order  may  involve  instructions  to  buy  at  the  best  possible  price  but 
not  above  a  specified  limit,  or  to  sell  at  the  best  possible  price  but  not  below  a 
specified  limit.  It  provides  some  protection  against  buying  a  security  at  a  price 
higher  than  desired  or  selling  at  too  low  a  price.  The  stockbroker  transmits  the 
limit  order  to  the  specialist.  The  order  is  executed  if  and  when  the  specified  price 
or  better  is  reached  and  all  other  previously  received  orders  on  the  specialist's 
book  have  been  considered. 

A  disadvantage  for  a  buyer  who  places  a  limit  order  is  that  the  investor  might 
miss  an  excellent  opportunity.  For  example,  assume  that  you  place  a  limit  order 
with  your  stockbroker  to  buy  100  shares  of  Running  Paws  common  stock  at 
6OV2  or  lower.  You  have  read  in  the  newspaper  that  the  stock  has  recently  been 
selling  at  61  and  611/4,  and  you  hope  to  save  $0.50  to  $1.00  on  each  share.  That 
same  day  the  company  announces  publicly  that  it  plans  to  expand  into  the  dog 
food  area  for  the  first  time.  Investor  confidence  in  the  new  sales  effort  pushes  the 
price  up  to  70.  If  you  had  given  your  stockbroker  a  market  order  instead,  you 
would  have  purchased  100  shares  of  Running  Paws  at  perhaps  61!/4  or  61 V2, 
which  would  have  given  you  an  immediate  profit  of  $850  (70  -  61 V2  =  8V2; 
$8V2  x  100  shares  =  $850)  on  an  initial  investment  of  $6150  (6IV2  x  100). 

A  disadvantage  for  a  seller  placing  a  limit  order  is  that  it  could  result  in  no 
sale  if  the  price  drops  because  of  negative  news.  Assume  that  you  bought  stock 
at  50  that  is  currently  selling  at  58  and  that  you  have  placed  a  limit  order  to  sell 
at  a  price  of  no  less  than  60  in  order  to  take  your  profit.  The  price  could  creep 
up  to  59  and  then  fall  back  to  48,  however.  In  this  event,  you  did  not  sell  the 
securities  because  the  limit  order  was  priced  too  high,  and  they  are  now  worth 
less  than  what  you  originally  paid  for  them.  A  limit  order  is  best  used  when  you 
expect  great  fluctuations  in  the  price  of  a  stock  and  when  you  buy  or  sell  infre- 
quently traded  securities  on  the  over-the-counter  market.  Limit  orders  account 
for  35  percent  of  all  trades. 
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Stop  Order  A  stop  order  instructs  a  stockbroker  to  sell  your  shares  at  the  mar- 
ket price  if  a  stock  declines  to  or  goes  below  a  specified  price.  It  is  often  called  a 
stop-loss  order  because  the  investor  uses  it  to  protect  against  a  sharp  drop  in 
price  and  thus  to  stop  a  loss.  The  specialist  executes  the  order  as  soon  as  the  stop- 
order  price  is  reached  and  a  buyer  is  matched  at  the  next  market  price. 

As  an  example  of  how  to  stop  a  loss,  assume  that  you  bought  100  shares  of 
Running  Paws  stock  at  70.  You  are  nervous  about  its  entry  into  the  competitive 
dog  food  business  and  fear  that  the  company  might  lose  money.  Therefore,  you 
place  a  stop  order  to  sell  your  shares  if  the  price  drops  to  56,  thus  limiting  your 
potential  loss  to  20  percent  ($70  -  $56  =  $14;  $14  -  $70  =  0.20).  Some  months 
later,  you  read  in  the  financial  section  of  your  newspaper  that  even  after  six 
months  Running  Paws  still  has  less  than  1  percent  of  the  dog  food  market.  You 
call  your  stockbroker,  who  informs  you  that  the  price  of  Running  Paws  stock 
dropped  drastically  in  response  to  the  article,  which  was  published  the  previous 
day  in  the  Wall  Street  Journal.  He  reports  that  all  of  your  shares  were  sold  at  55, 
that  the  current  price  is  49,  and  that  the  sales  transaction  notice  is  already  in  the 
mail  to  your  home.  The  stop  order  cut  your  losses  to  slightly  more  than  20  per- 
cent ($70  -  $55  =  $15;  $15  *■  $70  =  21.4  percent)  and  saved  an  additional  loss 
of  $6  ($55  -  $49)  per  share.  Thus,  the  stop  order  reduced  your  loss  to  $1500 
[(100  x  $70  =  $7000)  -  (100  x  $55  =  $5500)]  instead  of  $2100  [(100  x  $70  = 
$7000)  -  (100  x  $49  -  $4900)]. 

You  can  use  a  stop  order  to  protect  profits,  too.  Assume  that  you  bought  100 
shares  of  Alpo  Dog  Food  Company  at  $60  per  share,  which  now  has  a  current 
selling  price  of  $75.  Your  paper  profit  is  $1500  ($75  -  $60  =  $15;  $15  x  100 
shares  =  $1500),  less  commissions.  To  protect  part  of  that  profit,  you  place  a  stop 
order  with  your  stockbroker  to  sell  at  $65  if  the  price  drops  that  low.  If  your  stock 
is  sold,  you  realize  a  real  profit  of  $500  ($65  -  $60  =  $5;  $5  x  100  shares  = 
$500).  If  Alpo  Dog  Food  stock  climbs  in  price  instead,  perhaps  in  response  to  the 
bad  news  about  Running  Paws,  the  stop  order  would  have  cost  you  nothing.  If 
the  price  does  climb,  you  might  replace  the  stop  order  with  one  having  a  higher 
price  to  lock  in  an  even  greater  amount  of  profit. 


Use  Computer  Software 

to  Manage  Your  Investment  Portfolio 


Computers  can  help  manage  your  investment  port- 
folio. Keeping  track  of  several  stock,  bond,  and 
mutual  fund  investments,  as  well  as  buying  and 
selling  transactions,  requires  careful  recordkeeping, 
especially  for  income  tax  purposes.  These  tasks  can 
be  performed  easily  using  a  computer  software  pro- 
gram. In  addition,  an  investment  portfolio  manager 
program  permits  you  to  monitor  your  investments 
by  maintaining  current  values  of  the  items  in  your 


portfolio.  Some  programs  even  allow  you  to  trade 
securities  through  a  brokerage  firm  by  placing 
orders  on  your  computer. 

Popular  investment  programs  (and  the  publish- 
ers) include  StreetSmart  (Charles  Schwab),  Principia 
(Morningstar),  WealthBuilder  (Reality),  Compustock 
(A.  S.  Gibson),  Market  Analyzer  Plus  (Dow  Jones 
and  Company),  and  Your  Personal  Investment 
Manager  (Timeworks). 
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Time  Limits 


Investors  have  several  ways  to  place  time  limits  on  their  orders.  A  fill-or-kill 
order  instructs  the  stockbroker  to  buy  or  sell  at  the  market  price  immediately 
or  else  cancel  the  order.  A  day  order  is  valid  only  for  the  remainder  of  the  trad- 
ing day  during  which  it  was  given  to  the  brokerage  firm.  Unless  otherwise  indi- 
cated, any  order  received  by  a  stockbroker  is  assumed  to  be  a  day  order.  A  week 
order  remains  valid  until  the  close  of  trading  on  Friday  of  the  current  week.  A 
month  order  is  effective  until  the  close  of  trading  on  the  last  business  day  of 
the  current  month.  An  open  order,  also  called  a  good-till-canceled  (GTC) 
order,  remains  valid  until  executed  by  the  stockbroker  or  canceled  by  the 
investor.  If  you  give  an  order  longer  than  a  week  in  duration,  you  must  carefully 
monitor  events  and  then  alter  the  order  if  the  situation  changes  substantially. 


Purchasing  Mutual  Funds 

Shares  in  mutual  funds  may  be  purchased  through  a  brokerage  firm  or  from  an 
investment  company  itself.  Investors  use  one  of  two  ways  to  buy  mutual  funds: 
direct  purchase  and  contractual  accumulation. 

Direct  Purchase  A  direct  purchase  involves  the  acquisition  of  shares  in  a 
mutual  fund  by  simply  ordering  and  paying  for  the  shares,  plus  any  commis- 
sions; each  transaction  is  considered  a  one-time  purchase.  A  direct  purchase  can 
be  made  by  mail  or  through  a  sales  representative  of  the  investment  company, 
or  through  a  financial  planner  or  a  brokerage  firm.  The  investor's  account  is 
credited  with  ownership  of  fractional  shares  measured  to  three  decimal  places. 
The  firm  mails  out  a  written  confirmation  for  each  transaction,  and  after  receipt 
of  an  invested  amount;  after  the  confirming  statement  is  issued,  you  may  make 
additional  purchases  or  redemptions  at  any  time. 

People  generally  invest  in  no-load  shares  directly  with  an  investment  com- 
pany, and  in  load  shares  through  a  brokerage  firm  or  financial  planner.*  Any 
commissions  and  fees  are  deducted  from  each  investment  amount.  If  you  invest 
in  a  load  fund,  the  commission  reduces  the  number  of  shares  purchased.  For 
example,  if  you  buy  shares  of  Conglomerate  Cat  and  Dog  Food  Mutual  Fund, 
which  has  a  net  asset  value  of  $16.50  per  share,  a  commission  of  8  percent  might 
be  charged  on  the  load  fund.  The  purchase  of  25  shares  might  cost  $445.50: 
$412.50  for  the  shares  (25  x  $16.50)  plus  $33  in  commission  (0.08  x  $412.50). 

Contractual  Accumulation  Plan  A  contractual  accumulation  plan  is  a  formal- 
ized, long-term  program  to  purchase  shares  in  a  load  mutual  fund.  Investors  sign 
an  agreement  to  invest  a  specific  dollar  amount  periodically  over  a  certain  num- 
ber of  years  (usually  ten).  Commissions  are  paid  as  shares  are  purchased,  although 
they  are  often  accelerated  and  deducted  during  the  first  two  years.  This  plan  can 
be  used  to  meet  a  financial  goal  to  invest  a  specific  amount. 

The  Investment  Companies  Amendments  Act  of  1970  protects  mutual  fund 
investors  using  contractual  accumulation  plans  who  change  their  minds  and 

A  number  of  discount  brokers  now  sell  no-load  funds  without  a  commission  or  transaction  fee. 
As  their  compensation,  they  collect  a  charge  equal  to  0.2S  percent  of  sales  directly  from  the  fund 
sponsors.  The  funds  also  assess  12b-l  fees. 
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decide  to  liquidate.  Under  the  law,  any  investor  is  entitled  to  a  full  refund  within 
45  days.  A  partial  refund,  up  to  85  percent  in  some  instances,  depending  on  the 
net  asset  value  of  the  mutual  fund,  is  available  within  I6V2  months.  Primarily 
because  the  front-end  load  commission  structure  generates  a  negative  effect, 
only  a  handful  of  plans  are  still  being  sold. 


Information  about  Securities 


SJ    List  the  major  sources  of 
investment  information 
about  securities. 


To  reduce  investment  risks  and  increase  returns,  the  wise  investor  seeks  out  and 
utilizes  investment  information.  By  following  up  your  own  hunches  with 
research,  you  can  build  a  portfolio  of  common  stocks,  bonds,  mutual  funds,  and 
other  investments  that  is  superior  to  a  portfolio  created  by  simply  relying  on 
suggestions  and  tips  from  stockbrokers.  Individual  investors  often  enjoy  an  edge 
over  the  more  than  20,000  professional  analysts  working  for  large  institutions, 
such  as  mutual  funds  and  pension  funds,  because  they  can  change  the  mix  in 
their  portfolios  more  quickly  and  have  more  choices  than  those  trading  big 
blocks  of  securities. 

This  section  takes  a  "how-to"  approach  to  gathering  investment  information 
about  general  economic  conditions,  securities  market  indexes,  industry  data, 
and  company  news.  By  spending  a  few  hours  with  reference  materials  available 
in  most  public  libraries  and  with  documents  from  the  companies  themselves, 
you  should  be  able  to  identify  investments  with  profit  potential  and  avoid  those 
that  suggest  trouble. 


General  Economic  Conditions 

Knowing  when  to  buy  or  sell  securities  requires  an  assessment  of  general  eco- 
nomic conditions.  You  need  to  know  the  stage  of  the  business  cycle  (recession  or 
prosperity)  and  the  current  interest  and  inflation  rates.  In  addition,  you  should 
project  economic  conditions  over  the  next  12  to  18  months.  (These  topics  were 
examined  in  Chapters  1  and  13.) 

By  reading  a  local  daily  newspaper  and  a  weekly  newsmagazine,  you  can  gain 
insights  into  the  economic  conditions,  especially  if  you  select  big-city  newspa- 
pers like  the  Los  Angeles  Times,  Miami  Herald,  New  York  Times,  or  Washington  Post. 
Many  big-city  newspapers  are  available  in  libraries  or  by  mail  subscription.  You 
can  also  obtain  specific  economic  news  from  the  Wall  Street  Journal  and  Barron's, 
the  two  most  popular  financial  newspapers  in  the  country.  These  publications 
are  usually  available  at  public  and  college  libraries  as  well  as  at  brokerage  firm 
offices.  Business  Week,  Fortune,  U.S.  News  &  World  Report,  Money,  and  Kiplinger's 
Personal  Finance  Magazine  provide  excellent  information  on  economic  condi- 
tions as  well.  Select  a  few  publications  to  read  regularly  to  keep  abreast  of  gen- 
eral economic  conditions. 


Securities  Market  Indexes 

Securities  market  indexes  measure  the  average  value  of  a  number  of  securities 
chosen  as  a  sample  to  reflect  the  behavior  of  a  more  general  market.  Investors 
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use  such  indexes  to  determine  trends  that  might  guide  them  in  investment  deci- 
sions because  short-run  price  movements  may  or  may  not  be  important  com- 
pared with  longer-term  situations.  Ideally,  for  example,  an  investor  would  buy 
low  and  sell  high.  That  is,  you  try  to  buy  securities  at  low  prices  during  the  depth 
of  a  bear  market,  which  is  defined  as  a  protracted  period  when  stock  shares  fall 
in  value,  perhaps  with  a  20  percent  drop  from  the  peak  or  a  50  percent  drawback 
of  bull  market  gains.  Bear  markets,  on  average,  last  about  14  months.  You  should 
seek,  in  turn,  to  sell  at  high  prices  during  the  height  of  a  bull  market,  a  pro- 
tracted period  when  stock  shares  rise  in  value.  The  most  popular  indexes  are 
described  in  the  following  paragraphs. 

Dow  Jones  Industrial  Average  (DJIA)  The  DJIA  is  the  most  widely  reported  of 
all  indexes,  having  been  used  continuously  since  1884.  In  determining  the 
DJIA,  the  prices  of  only  30  actively  traded  blue-chip  stocks  are  followed.  The  30 
stocks  include  well-known  companies  like  American  Express,  Caterpillar, 
DuPont,  Exxon,  General  Motors,  Hewlett-Packard,  IBM,  Sears,  Wal-Mart,  and 
Walt  Disney.  When  an  evening  newscaster  reports  that  "the  Dow  rose  200 
points  today  in  heavy  trading,"  realize  that  these  "points"  are  changes  in  the 
index,  not  actual  dollar  changes  in  the  value  of  the  stocks.  The  average  is  cal- 
culated by  adding  the  closing  prices  of  the  30  stocks  and  dividing  by  a  number 
adjusted  for  splits,  spin-offs,  and  dividends.  The  index  has  served  as  a  popular 
barometer  of  daily  activity  of  securities  traded  on  the  New  York  Stock  Exchange 
for  many  years,  because  the  stocks  chosen  broadly  represent  the  interests  of  the 
investing  public. 

Standard  &  Poor's  500  S&P's  500  index  reports  price  movements  of  500  stocks 
of  large,  established,  publicly  traded  firms.  It  includes  stocks  of  400  industrial 
firms,  40  financial  institutions,  40  public  utilities,  and  20  transportation  com- 
panies. Although  not  as  popularly  reported  as  the  DJIA,  S&P's  500  more  accu- 
rately reflects  daily  transactions  of  the  investing  public.  Companies  with  the 
greatest  market  value  influence  the  index  the  most. 

New  York  Stock  Exchange  Composite  This  index  includes  all  stocks  traded  on 
the  NYSE  (approximately  3250).  Consequently,  it  provides  a  comprehensive 
measure  of  the  price  movements  and  value  changes  of  those  stocks. 

American  Stock  Exchange  (AMEX)  This  index  is  based  on  the  market  value  of 
the  more  than  1300  stocks  and  bonds  traded  on  the  AMEX.  It  provides  a  mea- 
sure of  companies  not  as  popular  as  those  traded  on  the  NYSE. 

NASDAQ  Composite  This  index  represents  about  4700  over-the-counter  stocks  in 
the  automated  quotations  system  of  the  National  Association  of  Securities  Deal- 
ers. Most  of  these  companies  are  young  and  more  risky  enterprises. 

Nikkei  Dow  Japan's  best-known  barometer  of  stock  prices  represents  the  activity 
of  300  stocks.  Because  this  market  is  open  at  night  in  the  United  States,  U.S. 
investors  often  check  the  Nikkei  Dow  in  the  morning  as  an  indicator  of  what 
might  happen  that  day. 
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Information  about  Industries 

The  current  prices  of  individual  companies'  securities  are  often  affected  by  the 
performance  of  the  industry  as  a  whole.  Economic  events  can  have  considerable 
impact  on  entire  industries,  such  as  aerospace,  apparel,  automobiles,  beverages, 
chemicals,  construction,  pharmaceuticals,  electronics,  finance,  foods,  machin- 
ery, and  metals;  they  may  even  depress  the  stock  of  a  very  profitable  company. 
For  example,  JCPenney  could  be  having  a  highly  profitable  year,  but  if  investors 
anticipate  a  recession  and  expect  retail  sales  to  drop,  the  value  of  its  stock  might 
be  held  down  even  if  the  company  is  enjoying  a  good  year.  Figure  16.7  on  the 
following  page  illustrates  profitability  data  for  selected  industries  from  Johnson's 
Charts. 

Studying  industries  of  interest  to  you  will  help  you  make  intelligent  buying 
and  selling  decisions.  Excellent  reference  sources  often  found  in  large  libraries 
include  Value  Line  Investment  Sun'ey  (Volume  1),  Standard  &  Poor's  Industry  Sur- 
veys, and  Moody's  Industry  Review.  Specific  information  about  industries  is  also 
available  from  trade  associations  and  investment  publications. 

Trade  Associations  A  trade  association  is  an  organization  representing  the 
interests  of  companies  in  the  same  industry.  For  example,  the  American  Council 
of  Life  Insurance  is  composed  of  representatives  of  life  insurance  companies,  and 
the  American  Bankers  Association  represents  the  interests  of  the  banking  indus- 
try. In  addition  to  lobbying  elected  officials  to  present  the  views  of  their  mem- 
bers, trade  associations  gather  a  tremendous  amount  of  detailed  information  on 
the  history,  current  activities,  and  future  prospects  of  the  industry.  Although 
their  projections  for  the  future  often  appear  overly  optimistic,  it  is  useful  to 
know  how  an  industry  views  its  own  prospects. 

To  contact  the  trade  associations  of  interest  to  you,  look  up  their  names  and 
addresses  in  the  Encyclopedia  of  Associations,  published  by  Gale  Research  Com- 
pany, and  National  Trade  and  Professional  Associations,  published  by  the  U.S. 
Department  of  Commerce.  Both  references  are  available  in  larger  libraries. 

Industry-Oriented  Investment  Publications  Industry  information  is  reported 
in  such  publications  as  Business  Week  and  Forbes  (one  issue  of  Forbes  analyzes  the 
performance  of  all  major  industries  each  year).  You  can  also  spend  a  great  deal 
of  money  subscribing  to  investment  publications  and  advisory  services,  includ- 
ing Industry  Surveys  and  The  Outlook  (published  by  Standard  &  Poor's),  Value  Line 
Investment  Survey  (Value  Line  Publishing,  Inc.),  the  Monthly  Economic  Letter 
(Citibank),  and  Industrial  Manual  (Moody's).  Fortunately,  many  of  these  publica- 
tions can  be  found  in  large  libraries  (especially  at  colleges)  and  in  brokerage  firm 
offices. 


Information  about  Specific  Companies  and  Funds 

Investment  guru  Peter  Lynch  wisely  says  that  investors  should  buy  only  when 
they  have  a  clear,  simple  understanding  of  why  the  value  of  their  investment  is 
likely  to  rise.  Therefore,  before  buying  any  securities,  you  should  learn  about  the 
company  that  offers  them.  You  can  obtain  this  information  from  a  number  of 
sources,  including  the  key  ones  described  below.  In  your  analysis,  focus  on  the 
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Figure  16.7 


Percentage  Increase  of  Stocks  of  71  Industries  over  Ten  Years,  1989-1998 

The  wide  range  of  investment  results  for  the  past  ten  years  of  71  different  industries,  as  shown  by  Standard  &  Poor's, 
reveals  the  difficulty  of  selecting  common  stocks. 
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quality  of  management,  the  firm's  financial  stability,  the  company's  earnings 
stream,  and  its  competitive  position.  A  large  number  of  sources  provide  on-line 
price  quotes  and  background  reports  on  stocks  and  mutual  funds,  including 
Money  magazine's  Personal  Finance  Center  (http://pathfiniier.com/money). 

Annual  Reports  Every  public  corporation  publishes  an  annual  report  that  sum- 
marizes its  financial  activities  for  the  year.  Investors  use  these  reports  to  compare 
results  from  recent  years  and  to  find  out  about  management's  views  of  the 
immediate  future.  These  reports  often  speak  with  an  optimistic  voice,  because 
the  company  wants  investors  to  think  highly  of  its  prospects.  Interesting  infor- 
mation— sometimes  negative — is  often  found  in  the  footnotes.  To  receive  an 
annual  report,  ask  a  brokerage  firm  or  write  directly  to  the  corporation. 

Prospectuses  When  a  company  issues  any  new  security,  it  must  file  a  prospec- 
tus with  the  Securities  and  Exchange  Commission.  This  disclosure  about  a  cor- 
poration describes  the  experience  of  its  management,  its  financial  status,  any 
anticipated  legal  matters  that  could  affect  the  company,  and  potential  risks  of 
investing  in  the  corporation.  The  language  is  legalistic  and  full  of  technical  jar- 
gon, but  the  interested  investor  can  sift  through  the  details.  Many  firms  update 
their  prospectuses  regularly,  and  they  are  available  on-line  from  the  SEC 
(www.sec.gov). 

Profile  Prospectuses  A  profile  prospectus  supplements  the  lengthier  prospec- 
tuses required  by  the  Securities  and  Exchange  Commission  that  are  provided  to 
mutual  fund  investors.  It  offers  a  two-  to  four-page  summary  presentation  of 
information  contained  in  a  legal  prospectus  that  specifically  answers  11  key 
investor  questions  (including  details  about  the  fund's  ten-year  performance 
record)  and  is  written  in  lay  language. 


Search  for 
Investments 
on  the  Internet 


Corporate  and  mutual  fund  filings  that  are 
required  by  the  Securities  and  Exchange  Commis- 
sion are  available  on  the  Internet  from  the  Elec- 
tronic Data  Gathering  and  Retrieval  (Edgar)  pro- 
ject. On-line  browsers  can  perform  a  company 
search  using  (http://town.hali.org/ecigar/edgar.htmi). 
A  list  of  World  Wide  Web  pages  maintained  by 
public  corporations  can  be  accessed  using 
(http://networth.gait.com/www/home/msider/pubiicco. 
html).  A  directory  service  like  Yahoo  lets  you 
electronically  search  thousands  of  Web  sites 
(http://yahoo.com). 


10-K  Reports  Every  company  registered  with 
the  Securities  and  Exchange  Commission  must 
report  many  financial  particulars  to  the  SEC  by 
filing  a  10-K  report  once  each  year  to  ensure 
public  availability  of  accurate,  current  infor- 
mation about  the  firm.  This  comprehensive 
official  document  contains  much  of  the  same 
type  of  information  as  a  prospectus  or  annual 
report  and  additional  updated  financial  details 
on  corporate  activities.  You  can  obtain  10-K 
reports  from  the  SEC  (also  available  on-line 
from  the  SEC  at  www.sec.gov)  or  find  them  in 
many  college  libraries. 

Investment  Ratings  Publications  You  can  read 
about  specific  public  corporations  in  the 
United  States  in  a  number  of  investment  rat- 
ings publications,  including  the  highly  popu- 
lar Standard  &  Poor's  Stock  Reports.  These  publi- 
cations rank  and  rate  the  projected  future 
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Use  a  Computer  to  Search  Investment  Alternatives 


A  variety  of  software  is  available  to  help  you  ana- 
lyze and  evaluate  stocks,  bonds,  and  other  invest- 
ments. In  addition,  software  programs  are  available 
to  help  manage  your  investment  portfolio. 

The  difficult  task  of  reviewing  all  of  the  stocks 
and  bonds  in  various  industries  can  be  made  much 
easier  with  the  aid  of  a  computer.  Database  systems 
enable  you  to  quickly  sift  through  and  screen  hun- 
dreds of  companies  to  find  those  that  best  suit 
your  investment  objectives.  A  financial  database 
system  provides  on-line  access  to  information  on 
1500  or  more  stock  and  bond  investments  that  can 
be  screened  on  a  personal  computer.  Some  systems 
work  using  disks,  while  others  offer  on-line  access 
via  a  modem  and  telephone.  Historical  informa- 
tion, current  financial  statements,  current  prices, 
and  up-to-date  news  are  available  around  the 
clock. 


A  stock-screening  program  allows  you  to  iden- 
tify stocks  that  meet  your  specific  investment  crite- 
ria. You  can  rate  companies  according  to  a  number 
of  factors,  such  as  price,  earnings,  sales,  dividend, 
P/E  ratio,  current  assets,  and  profits.  Subscribers 
pay  a  modest  fee  to  hook  up  to  one  or  more  finan- 
cial database  systems. 

Popular  financial  diskette  database  systems 
include  Value/Screen  (Value  Line,  711  Third 
Avenue,  New  York,  NY  10017)  and  Stockpak  II 
(Standard  &  Poor's  Corporation,  25  Broadway, 
New  York,  NY  10004).  On-line  systems  include 
CompuServe  (5000  Arlington  Centre  Boulevard, 
Columbus,  OH  43220),  Dow  Jones  News/Retrieval 
(P.O.  Box  300,  Princeton,  NJ  08540),  The  Source 
(1616  Andern  Road,  McLean,  VA  22102),  and 
Trade  Plus  (82  Devonshire  Street,  Boston,  MA 
02109). 


earnings  and  profitability  of  corporations  in  a  concise  stock  report.  A  stock 
report  for  a  corporation  typically  contains  a  brief  summary  description  and  cur- 
rent outlook,  important  developments,  comparisons  with  competitors,  and 
tables  with  financial  data  going  back  ten  years.  You  can  find  such  publications 
in  larger  libraries,  college  libraries,  and  in  the  offices  of  brokerage  firms. 


Research  Reports  Basic  investment  research  tries  to  separate  companies  that 
are  on  the  way  up  financially  from  those  on  the  way  down.  Hundreds  of  ana- 
lysts produce  research  reports  each  day  at  major  brokerage  firms  (such  as 
PaineWebber  and  Merrill  Lynch)  and  investment  banks  (such  as  Kidder 
Peabody,  Donaldson,  Lufkin  &  Jenrette),  and  most  of  these  reports  are  available 
through  a  general  brokerage  firm.  Although  the  research  reports  usually  rec- 
ommend that  investors  buy  certain  stocks,  they  rarely  recommend  selling. 
Hence,  it  is  prudent  to  interpret  their  "hold"  recommendations  as  a  clear  sig- 
nal to  sell.  Although  the  quality  of  advice  is  uneven,  ranging  from  brilliant  to 
pedestrian  (analysts  have  a  tendency  to  run  with  the  herd  and  make  similar 
recommendations),  collectively  this  research  is  the  best  conducted  on  securi- 
ties investments.  Simply  ask  your  stockbroker  which  reports  can  be  made  avail- 
able to  you. 
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Estimating  and  Calculating 
Potential  Returns  on  Investments 


To  be  a  successful  investor,  your  rate  of  return  on  investments  should  be  in 
excess  of  inflation  and  income  taxes.  The  return  on  short-term  U.S.  Treasury 
bills,  which  are  virtually  risk-free  and  exempt  from  federal  income  taxes,  has 
historically  exceeded  the  rate  of  inflation  by  a  slight  degree.  Thus,  when  T-bills 
pay  5  percent  interest,  the  inflation  rate  might  hover  around  4.0  percent.  This 
circumstance  provides  almost  no  gain  for  the  investor.  For  this  reason, 
investors  often  use  the  yield  on  Treasury  bills  as  a  base  number  that  provides  a 
zero  real  rate  of  return— that  is,  the  return  on  an  investment  after  inflation 
and  income  taxes.  The  objective  of  conservative,  moderate,  and  aggressive 
investors  then  becomes  to  earn  a  higher  return  than  that  offered  on  T-bills — 
but  how  much  higher? 

Estimating  and  calculating  returns  on  potential  investments  involve  three 
steps:  (1)  Use  beta*  to  calculate  an  estimated  required  yield  on  an  investment 
given  its  risk;  (2)  calculate  the  potential  rate  of  return  on  the  investment;  and  (3) 
compare  the  required  rate  of  return  with  the  projected  rate  of  return  on  the  invest- 
ment. Armed  with  these  data,  you  will  be  better  able  to  make  a  good  decision. 


Use  Beta  to  Calculate  an  Estimated  Required 
Rate  of  Return  on  an  Investment  Given  Its  Risk 

Beta  provides  a  useful  measure  of  risk  when  calculating  your  estimated  required 
rate  of  return  on  an  investment,  whether  it  involves  stock,  bonds,  or  mutual 
funds.  You  can  obtain  the  betas  for  specific  stocks  from  a  brokerage  firm,  mutual 
fund  company,  realtor,  library  reference  book,  or  magazines  that  write  about 
investments.  Some  recent  betas  for  groups  of  mutual  funds  are  as  follows: 
growth  and  income,  1.50;  global,  1.88;  aggressive  growth,  2.3;  and  precious  met- 
als, 3.0.  Given  a  beta  for  a  particular  investment,  you  can  begin  to  calculate  your 
total  estimated  required  rate  of  return  on  an  investment. 

To  complete  the  calculation,  you  will  need  estimates  of  both  the  current 
Treasury-bill  rate  and  the  market  risk — information  that  is  readily  available.  For 
example,  the  T-bill  rate  is  published  in  the  business  section  of  most  newspapers. 
Market  risk,  also  known  as  systematic  risk,  is  the  risk  associated  with  the 
impact  of  the  overall  economy  on  securities  markets.  It  often  causes  the  market 
price  of  a  particular  stock  or  bond  to  change,  even  though  nothing  has  changed 
in  the  underlying  fundamental  values  of  the  security.  Historical  records  indicate 
that  8  percent  represents  a  realistic  estimate  of  market  risk. 


Recall  that  the  concept  of  beta  (discussed  in  Chapter  13)  statistically  estimates  the  relative  risk 
of  a  particular  investment  compared  with  the  market  risk  for  all  investments  by  using  historical 
data.  A  beta  figure  shows  how  responsive  the  price  of  an  individual  investment  has  been  to  over- 
all market  fluctuations.  For  example,  if  Running  Paws  Catfood  Company  stock  has  a  historical 
performance  beta  of  1.5,  if  the  stock  market  as  a  whole  goes  up  10  percent,  Running  Paws  stock 
will  probably  go  up  15  percent.  Should  the  market  fall  10  percent,  Running  Paws  will  likely 
decline  15  percent.  Higher  betas  mean  greater  risk  relative  to  the  market. 
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Table  16.1 


One  Investor's 
and  Dividends 

Projections  of  the  Earnings 

for  Running  Paws  Catfood  Company 

End  of  Year 

Earnings 

Dividend  Income 

1 

$2.76 

$0.76 

2 

3.17 

0.87 

3 

3.65 

1.00 

4 

4.20 

1.15 

5 

4.83 

1.33 

Total  dividends 

$5.11 

To  calculate  the  total  estimated  required  rate  of  return  on  an  investment, 
multiply  the  beta  value  of  an  investment  times  the  estimated  market  risk  return 
and  then  add  the  risk-free  T-bill  rate,  as  illustrated  in  Equation  (16.1). 

Total  Estimated  Rate  of  Return 

„       . ,  ,        ._     .  =     T-bill  rate  +  (beta  x  market  risk)       (16.1) 

Required  on  an  Investment 

For  example,  assume  that  you  are  considering  investing  in  Running  Paws 
Catfood  Company,  which  has  a  beta  of  1.5.  If  you  assume  a  market  risk  of  8  per- 
cent (the  historical  average)  and  the  current  T-bill  rate  is  5.0  percent,  the  total 
estimated  required  rate  of  return  on  this  investment  is  17.0  percent  [5.0  +  (1.5 
x  8.0)]. 

Calculate  the  Potential  Rate  of  Return 
on  a  Particular  Investment 

The  potential  return  for  any  investment  over  a  period  of  years  can  be  deter- 
mined by  adding  anticipated  income  (from  dividends,  interest,  rents,  or  other 
sources)  to  the  future  value  of  the  investment  minus  its  original  cost.  Table  16.1 
illustrates  how  to  sum  up  the  projected  income  and  price  appreciation.  You  can 
then  convert  these  figures  into  a  potential  rate  of  return  by  calculating  the 
approximate  compound  yield,  as  shown  in  Equation  (16.2),  and  this  figure  can 
be  compared  with  returns  on  other  investments. 

Example:  Running  Paws  Catfood  Company  Based  on  a  recommendation  from 
his  stockbroker,  Tony  Schiano  is  considering  Running  Paws  Catfood  Company 
as  a  potential  investment  that  might  provide  a  better  return  than  inflation  and 
income  taxes  for  about  five  years.  Tony  has  determined  the  following  informa- 
tion about  this  stock  investment:  It  is  currently  priced  at  $30  per  share,  its  most 
recent  12-month  earnings  amounted  to  $2.40  per  share,  and  the  cash  dividend 
for  the  same  period  was  $0.66  per  share. 

Tony  began  the  task  of  projecting  the  future  value  of  one  share  of  the  stock 
by  using  the  earnings  per  share  information.  He  first  calculated  the  price/earn- 
ings ratio  to  be  12.5  ($30  *  $2.40).  Next,  as  illustrated  in  Table  16.1,  Tony 
applied  a  15  percent  rate  of  growth  estimate  (the  same  rate  that  occurred  in  pre- 
vious years,  according  to  Running  Paws'  annual  report)  for  the  earnings  per 

share  for  each  year  ($2.40  x  1.15  =  $2.76;  $2.76  x 
1.15  =  $3.17;  and  so  forth).  Using  a  P/E  ratio  of 
12.5  (the  same  as  the  current  ratio),  Tony  estimated 
the  market  price  at  the  end  of  the  fifth  year  to  be 
$60.38  (12.5  x  $4.83).  This  calculation  gives  a  pro- 
jected net  appreciation  in  stock  price  over  five  years 
of  $30.38  ($60.38  minus  the  current  price  of  $30). 
To  project  the  future  income  of  the  investment 
in  Running  Paws — the  anticipated  cash  divi- 
dends— Table  16.1  shows  that  Tony  estimated  a  15 
percent  growth  rate  in  the  cash  dividend  ($0.66  x 
1.15  =  $0.76;  $0.76  x  1.15  =  $0.87;  and  so  forth). 
Adding  the  projected  cash  dividends  over  five  years 
gives  a  total  of  $5.11.  Tony  obtained  the  potential 
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return  for  one  share  of  Running  Paws  over  five  years  by  adding  anticipated  div- 
idend income  ($5.1 1)  to  the  future  value  of  the  investment  ($60.38)  less  its  orig- 
inal cost  ($30.00),  for  a  result  of  $35.49  ($5.11  +  $30.38).  Thus,  Tony  has  pro- 
jected that  $30  invested  in  one  share  of  Running  Paws  will  earn  a  potential  total 
return  of  $35.49  in  five  years. 

The  question  now  becomes,  what  is  the  percentage  yield  for  this  dollar 
return?  The  approximate  compound  yield  (ACY)  formula  provides  a  measure 
of  the  annualized  compound  growth  of  any  long-term  investment.  You  can 
determine  this  value  by  using  Equation  (16.2)  and,  if  needed,  varying  the  com- 
ponents slightly  for  different  investments.*  Note  that  the  calculation  requires 
use  of  an  annual  average  dividend  rather  than  the  specific  projected  dividends.  In 
this  example,  the  annual  average  dividend  computes  to  $1.02  by  dividing  the 
$5.11  in  dividend  income  by  five  years.  Substituting  the  data  from  Table  16.1 
into  Equation  (16.1)  and  using  the  average  annual  dividend  figure  results  in  an 
approximate  compound  yield  of  15.7  percent  on  the  potential  investment  in 
one  share  of  Running  Paws  stock  for  five  years.  This  formula  can  be  found  on 
the  Garman/Forgue  Web  site. 

average  projected  price  _   current  price 

annual     +         of  stock °f  stock 

dividend  number  of  years  projected 

ACY    =     ■ (16.2) 

projected  price         current  price 
of  stock  of  stock 


$60.38    -   $30.00 


$60.38    +  $30.00 


$1.02     +     $6.08 
$45.19 

=      15.7% 


Compare  the  Estimated  Required  Rate  of  Return 
with  the  Projected  Rate  of  Return  on  an  Investment 

Now  the  moment  is  at  hand  for  decision  making.  You  must  compare  the  esti- 
mated required  rate  of  return  on  an  investment  given  its  risk  to  the  investment's 
potential  projected  rate  of  return.  In  our  example  involving  Running  Paws  Cat- 
food  Company,  the  risk  suggested  a  required  rate  of  return  of  17.0  percent.  Its 


For  example,  for  a  mutual  fund  investment,  change  the  numerator  in  the  ACY  formula  to  include 
the  dividends  and  capital  gains  distributions,  plus  a  one-year  time  period  divided  into  the  result 
of  subtracting  the  beginning  price  from  the  ending  price;  change  the  denominator  to  include  the 
ending  price  plus  the  beginning  price  divided  by  2. 
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potential  rate  of  return  was  projected  to  be  only  15.7  percent,  however,  which 
suggests  that  Running  Paws  Catfood  Company  may  not  be  a  good  buy  for  this 
investor  at  the  current  stock  selling  price  of  $30 — that  is,  the  stock  is  "over- 
priced." If  the  market  value  of  Running  Paws  declines  somewhat,  perhaps  to  $29 
per  share,  the  investor  might  consider  buying  because  the  mathematics  would 
reveal  a  projected  rate  of  return  more  comparable  to  the  required  rate  of  return. 
Moreover,  once  armed  with  projected  rate  of  return  information  for  an  invest- 
ment, you  may  compare  it  with  other  investments. 


How  to  Invest:  A  Twelve-Step  Process 


m    Explain  the  12-step 
investment  process. 


Follow  this  12-step  process  to  attain  your  long-term  investment  goals: 

1.  Identify  your  personal  investment  philosophy.  Before  you  make  any  invest- 
ment, you  must  ascertain  whether  you  follow  a  conservative,  moderate,  or 
aggressive  philosophy  (examined  in  Chapter  13). 

2.  Identify  your  desired  total  rate  of  return.  It  is  imperative  to  take  reasonable 
risks  in  the  search  for  higher  long-term  rates  of  return.  You  must,  therefore, 
identify  the  range  of  total  return  you  desire,  given  the  amount  of  risk  you 
will  accept.  For  example,  a  conservative  investor  might  be  satisfied  with  safe 
investments  yielding  7  to  8  percent  annually,  a  moderate  investor  might 
prefer  a  return  of  9  to  12  percent,  and  an  aggressive  investor  could  aim  for 
a  total  annual  return  of  13  to  30  percent. 

3.  Keep  an  eye  on  local  situations.  Peter  Lynch,  the  former  manager  of  the 
Fidelity  Magellan  Fund,  says  that  amateur  investors  have  an  advantage  over 
the  large  investors  because  three  to  five  years  before  analysts  really  start  to 
follow  such  developments,  local  people  can  be  among  the  first  to  see  the 
industry  in  which  they  work  start  to  turn  around.  They  may  also  see  nearby 
businesses  with  bright  futures. 

4.  Set  a  time  horizon  for  investing  objectives.  Are  you  building  up  an  amount 
for  a  down  payment  on  a  home,  creating  a  college  fund  for  a  child,  or 
putting  money  away  for  retirement?  Keep  in  mind  why  you  are  investing 
and  proceed  accordingly. 

5.  Choose  your  preferred  investment  medium.  Study  carefully  and  decide 
which  type  of  investment  you  prefer  to  earn  the  desired  total  return.  Some 
people  love  stocks  and  hate  bonds,  and  others  prefer  real  estate  to  either 
type  of  security.  Still  others  seek  to  earn  good  yields  using  mutual  funds. 

6.  Study  available  investment  alternatives.  Take  your  time  because  you  do 
not  have  to  make  a  particular  investment  today,  this  week,  or  even  this  year. 
Carefully  research  the  industry,  the  firm,  and  the  competition.  If  you  can- 
not find  attractive  investments,  do  not  invest. 

7.  Choose  an  investment  for  its  components  of  total  return.  Your  task  is  to 
select  an  investment  that  will  provide  the  necessary  potential  total  return 
through  income  and  price  appreciation  in  the  proportions  that  you  desire. 
One  stock  might  provide  an  anticipated  cash  dividend  of  1.5  percent  and  an 
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Considerations 


&  Consequences 


Investment  Profits  and  Losses 


From  an  income  tax  perspective,  it  is  wise  to  con- 
sider balancing  any  investment  losses  against 
investment  profits.  Otherwise,  too  much  money 
may  be  spent  on  income  taxes. 

For  example,  Barney  Smith  pays  federal  and 
state  income  taxes  at  a  30  percent  rate.  His  invest- 
ment portfolio  has  included  two  mutual  funds  and 
two  stocks  for  some  years.  Both  mutual  funds  have 
risen  in  value,  but  the  stocks  have  declined.  If  all 
four  investments  were  sold  today,  Barney  would  see 
the  following  net  profit  and  loss  figures:  mutual 
fund  A  (+$5000);  mutual  fund  B  (+$10,000),  stock 
C  (-$7000),  and  stock  D  (-$9000). 

If  Barney  sold  his  winning  mutual  funds,  his 
profit  would  be  $15,000  ($5000  +  $10,000), 


although  $4500  of  that  amount  would  go  to  pay 
income  taxes  ($15,000  x  0.30).  Therefore,  Barney's 
proceeds  would  be  reduced  to  $10,500  ($15,000  - 
$4500). 

Barney  could  reduce  his  tax  liability  by  selling 
one  or  both  of  his  losing  stocks.  If  he  sold  all  of  his 
stocks,  his  tax  loss  would  be  $16,000  ($7000  + 
$9000),  and  those  losses  would  offset  any  income 
tax  liability  because  they  exceeded  the  profits  of 
the  mutual  fund  sales  ($16,000  -  $15,000).  Thus, 
Barney's  proceeds  remain  at  $15,000  after  taxes.  IRS 
regulations  permit  Barney  to  carry  forward  the 
$1000  net  loss  ($16,000  in  losses  against  $15,000  in 
profits)  to  place  against  next  year's  securities  profits 
or  ordinary  income. 


expected  annual  price  appreciation  of  10  percent  for  a  total  anticipated 
return  of  11.5  percent.  Another  choice  offering  the  same  projected  total 
return  might  be  a  stock  with  expected  annual  cash  dividends  of  4.5  percent 
and  capital  gains  of  7  percent. 

8.  Invest  in  companies  that  will  outearn  competitors.  If  you  are  a  long-term 
investor,  you  should  consider  only  the  companies  that  will  likely  be  indus- 
try leaders — not  necessarily  the  largest  firms,  but  the  pacesetters  in  terms  of 
profitability.  You  should  invest  because  you  have  good  reasons  related  to 
profitability,  such  as  a  new  division  that  is  turning  around,  certain  com- 
petitors that  are  losing  ground,  or  product  research  that  looks  promising. 

9.  Develop  a  plan  for  investing  and  stick  with  it.  Investors  often  do  best  by 
setting  target  prices  and  making  a  list  of  probable  strategies  and  actions.  For 
example,  you  might  decide  to  buy  a  certain  stock  currently  selling  at  $37 
when  its  price  slips  to  $35  and  then  hold  it  for  five  years  or  a  little  longer. 
In  addition,  you  may  decide  that  if  the  price  appreciates  more  than  20  per- 
cent during  any  given  year  after  you  have  held  the  stock  for  two  years,  you 
will  sell  to  take  your  profits.  Alternatively,  if  the  issue  loses  more  than  20 
percent  of  its  value  over  any  12-month  time  period,  you  will  seriously  con- 
sider selling  and  investing  the  proceeds  elsewhere.  If  the  economy  seems  to 
be  peaking  out,  with  a  probable  recession  forecast,  you  may  follow  a  path  of 
immediately  selling  out  and  putting  the  proceeds  in  bonds  or  a  money  mar- 
ket account. 

10.  Diversify  your  portfolio.  It  is  critical  that  you  not  put  all  of  your  investment 
eggs  in  one  basket.  For  example,  you  might  eventually  buy  a  number  of 
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mutual  funds,  perhaps  including  a  balanced  fund,  an  asset-allocation  fund, 
a  life-cycle  fund,  and  a  growth  fund.  Similarly,  you  could  invest  in  three  or 
four  stocks  within  an  industry  group  instead  of  just  one.  Do  not  diversify 
into  unknown  investments  just  for  the  sake  of  diversification,  however. 

11.  Invest  regularly.  Successful  investing  requires  making  investments  over  a 
long  time  period,  preferably  a  lifetime. 

12.  Reinvest  your  earnings.  This  approach  allows  invested  sums  to  grow,  which 
will  almost  certainly  boost  your  investment  profits. 


Summary 


1.  After  securities  have  been  sold  in  the  primary 
market,  organized  stock  exchanges  (such  as 
the  New  York  Stock  Exchange)  offer  a  sec- 
ondary market. 

2.  To  buy  and  sell  securities,  you  must  open  an 
account  at  a  general  brokerage  firm  or  dis- 
count brokerage  firm  and  pay  specific  fees  on 
each  transaction. 

3.  Stock,  bond,  and  mutual  fund  quotations 
from  secondary  market  transactions  are  pub- 
lished in  the  business  section  of  most  news- 
papers. 

4.  The  actual  transaction  to  buy  or  sell  securi- 
ties involves  brokers  matching  or  negotiating 
the  final  price.  Use  of  stop  orders  can  help 
you  reduce  losses  as  well  as  protect  gains  in 
securities  transactions. 

5.  Watching  information  on  general  economic 
conditions  and  the  securities  markets 
indexes,  along  with  industry  data  and  news 
about  corporations,  can  help  reduce  invest- 
ment risks  and  increase  returns. 

6.  When  considering  an  investment,  you  need 
to  calculate  an  investment's  potential  rate  of 
return. 

7.  The  12-step  investment  process  includes 
identifying  your  desired  return  as  well  as 
making  a  list  of  probable  actions  you  can 
take  during  certain  investment  conditions. 
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Questions  for  Thought  &  Discussion 

1.  Explain  why  securities  markets  exist  and 
describe  the  difference  between  primary  and 
secondary  markets. 

2.  Explain  the  role  of  an  investment  banking 
firm  in  the  securities  business. 
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3.  Summarize  the  role  of  a  brokerage  firm  in 
the  process  of  trading  securities  in  the  sec- 
ondary market. 

4.  Briefly  describe  how  the  organized  stock  ex- 
changes differ. 

5.  Explain  the  over-the-counter  concepts  of 
market  making,  bid  price,  and  asked  price. 

6.  Summarize  the  benefits  that  an  investor  real- 
izes by  using  a  general  brokerage  firm. 

7.  What  might  be  the  commissions  at  a  full- 
service  general  brokerage  firm  and  a  discount 
brokerage  firm  on  a  purchase  of  350  shares 
of  a  stock  priced  at  $10  per  share? 

8.  Distinguish  between  a  cash  account  and  a 
margin  account,  and  identify  advantages  of 
using  each  from  an  investor's  point  of  view. 

9.  What  is  meant  by  the  following  stock  trans- 
action terms:  stock,  div,  yld%,  sales  100s,  P/E 
ratio,  high/low,  close,  net  chg? 

10.  Summarize  the  meaning  of  newspaper  quota- 
tions for  mutual  funds. 

11.  When  are  prices  matched  or  negotiated? 

12.  Give  reasons  why  investors  would  want  to 
use  a  market  order,  a  limit  order,  and  a  stop 
order. 

13.  Distinguish  between  the  two  ways  of  buying 
mutual  funds:  direct  purchase  and  contrac- 
tual accumulation. 

14.  Why  is  it  important  to  obtain  information 
about  an  industry  in  which  you  are  consider- 
ing investing? 

15.  What  are  the  major  factors  considered  in  reg- 
ulating in  the  securities  market? 

16.  Summarize  the  insurance  coverage  provided 
investors  by  the  Securities  Investors  Protec- 
tion Corporation  (SIPC). 

17.  Identify  two  popular  stock  indexes  used  by 
investors  and  briefly  distinguish  between 
them. 

18.  Summarize  the  logic  in  identifying  a  good 
return  on  a  stock  investment,  including  the 
concept  of  beta. 

19.  Summarize  the  essence  of  how  to  figure  the 
potential  rate  of  return  on  an  investment. 


20.  Summarize  how  to  use  beta  in  estimating 
rate  of  return  on  an  investment. 

21.  Choose  three  of  the  12  steps  in  investing 
and  summarize  what  they  mean. 


DECISIONMAKING  CASES 

Case  1    An  Accountant  Buys 

Computer  Company  Stock 

Ronald  Wall,  an  accountant  from  Honolulu, 
Hawaii,  is  interested  in  investing  in  Greenfield 
Computer  Company.  He  notices  that  the  market 
price  for  its  common  stock  has  hovered  around 
$80  in  recent  months,  and  he  wants  to  buy  100 
shares.  Give  Ronald  advice  as  he  ponders  the  fol- 
lowing questions: 

(a)  Should  he  use  a  general  or  discount  broker- 
age firm  for  this  purchase?  Why? 

(b)  Should  he  give  the  stockbroker  a  market 
order  or  a  limit  order?  Why? 

(c)  Should  it  be  a  day  order  or  a  good-till- 
canceled  order?  Why? 

(d)  What  would  the  discount  brokerage  firm's 
commission  probably  be  if  Ronald  bought 
Greenfield  Computer  for  79>/2? 

(e)  As  Ronald  is  an  investor  interested  in  cutting 
his  losses  and  taking  his  gains,  explain  why 
he  might  put  in  stop  orders  at  67  and  92. 


Financial  Math  Questions 

1.    Michael  Margolis  is  a  single  parent  and  a 
motivational  training  consultant  from 
Kansas  City,  Missouri.  He  is  wondering  about 
potential  returns  on  investments  given  cer- 
tain amounts  of  risk.  Michael  recently 
invested  a  total  of  $6000  in  three  stocks 
($2000  in  each)  with  different  betas  (stock  A 
with  a  beta  of  0.8,  stock  B  with  a  beta  of  1.7, 
and  stock  C  with  a  beta  of  2.5). 

(a)  If  the  stock  market  rises  12  percent  over 
the  next  year,  what  is  the  likely  value  of 
each  investment? 
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(b)  If  the  stock  market  rises  19  percent  over 
the  next  year,  what  is  the  likely  value  of 
each  investment? 

(c)  If  the  stock  market  declines  8  percent 
over  the  next  year,  what  is  the  likely 
value  of  each  investment? 

(d)  Compare  the  value  of  the  total  portfolio 
in  parts  (a)  and  (c).  Would  Michael  have 
had  better  results  if  he  owned  any  one 
stock  (i.e.,  would  a  $6000  investment  in 
one  stock  leave  him  better  off  if  the  mar- 
ket went  up  or  down  the  next  year?). 

2.   Mary  Porterfield,  a  married  mother  of  three 
and  part-time  Mary  Kay  Cosmetics  sales  rep- 
resentative from  DeKalb,  Illinois,  is  trying  to 
explain  to  her  friend  Elizabeth  Shrader  how 
to  read  the  newspaper  financial  data  on 
mutual  funds.  Mary  turned  to  the  financial 
section  of  the  newspaper  and  located  the 
part  on  mutual  funds.  Using  Figure  16.6, 
help  Mary  explain  by  responding  to  the  fol- 
lowing questions  about  the  Fidelity  Invest- 
ments group  of  mutual  funds: 

(a)  How  much  would  it  cost  to  buy  100 
shares  of  Fidelity  Puritan  (Puritn)? 

(b)  What  would  the  commission  charge  be 
in  terms  of  dollars  and  as  a  percentage  of 
the  amount  invested? 

(c)  If  Elizabeth  already  owned  100  shares  of 
Puritan,  how  much  would  she  receive  per 
share  if  she  redeemed  them? 

(d)  Calculate  the  commission  rates  to  buy 
shares  in  Fidelity  Magellan  (Magln)  and 
New  Market  (NewMkt). 


(e)  How  much  would  it  cost  to  buy  100 
shares  of  Fidelity  HiYield  (HiYld)? 

(f)  How  much  would  it  cost  to  sell  100 
shares  of  Fidelity  Magellan  (Magln)? 
Explain  why. 

3.   Xiao  and  Shiao  Jing-jian,  newlyweds  from 
Kingston,  Rhode  Island,  have  decided  to 
begin  investing  for  the  future.  Xiao  is  a  7- 
Eleven  store  manager,  and  Shiao  is  a  high 
school  math  teacher.  They  intend  to  take 
$3000  out  of  savings  for  investment  and 
then  continue  to  invest  an  additional  $200 
to  $400  per  month.  Both  have  a  moderate 
investment  philosophy  and  seek  some  cash 
dividends  as  well  as  price  appreciation. 

(a)  Calculate  the  five-year  return  on  the 
investment  choices  in  the  table  below. 
Put  your  calculations  in  tabular  form  like 
that  shown  in  Table  16.1.  (Hint:  At  the 
end  of  the  first  year,  the  EPS  for  Running 
Paws  will  be  $2.40  with  a  dividend  of 
$0.66,  while  the  EPS  for  Eagle  Packaging 
will  be  $2.76  with  a  projected  dividend  of 
$0.86.) 

(b)  Using  the  appropriate  P/E  ratios,  what  are 
the  estimated  market  prices  of  Running 
Paws  and  Eagle  after  five  years? 

(c)  Show  your  calculations  in  determining 
the  projected  price  appreciations  for  the 
two  stocks  over  the  five  years. 

(d)  Add  the  projected  price  appreciation  of 
each  stock  to  its  projected  cash  divi- 
dends, and  show  the  total  five-year  per- 
centage returns  for  the  two  stocks. 


Running  Paws       Eagle  Packaging 


Current  price 

Current  earnings  per  share  (EPS) 

Current  quarterly  cash  dividend 

Current  P/E  ratio 

Projected  earnings  annual  growth  rate 

Projected  cash  divided  growth  rate 


$30.00 

$8.00 

$2.00 

$2.30 

$0.15 

$0.18 

15 

21 

20% 

20% 

10% 

10% 
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(e)  Determine  the  average  annual  dividend 
for  each  stock,  and  use  these  figures  in 
calculating  the  approximate  compound 
yields  for  each. 

(f)  Check  your  responses  by  entering  the 
data  on  the  Garman/Forgue  Web  site. 
Which  stock  offers  the  largest  potential 
rate  of  return? 

(g)  Assume  that  inflation  is  approximately  5 
percent  and  the  return  on  high-quality 
long-term  corporate  bonds  is  9  percent. 
Given  the  Jing-jians'  investment  philoso- 
phy, explain  why  you  would  recommend 

(1)  Running  Paws, 

(2)  Eagle,  or 

(3)  a  high-quality,  long-term  corporate 
bond  as  a  growth  investment.  Support 
your  answer  by  calculating  the  projected 
real  return  using  the  information  on  page 
382  or  by  using  the  Garman/Forgue  Web 
site.  The  Jing-jians  are  in  the  28 
percent  marginal  tax  bracket. 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

The  Hernandez  Family  Has 
Some  Investment  Questions 

In  recent  years,  the  Hernandez  family  has  been 
saving  toward  retirement,  which  Victor  and  Maria 
plan  to  begin  in  eight  years.  Through  payroll 
deductions,  Victor  now  has  $25,000  saved  at  his 
credit  union.  Maria  has  put  away  $10,000  from 
her  part-time  employment.  These  amounts  are  in 
addition  to  Victor's  investments  through  the 
retirement  plan  offered  by  his  employer.  Thinking 
that  the  past  performance  of  various  industries 
might  be  a  fairly  good  predictor  of  earnings  in  the 
future,  they  seek  your  advice  on  where  to  invest 
the  funds.  They  expect  to  sell  some  of  the  invest- 
ments immediately  after  their  retirement  begins 
to  have  money  for  living  expenses. 

1.   Suggest  to  the  Hernandez  family  three  indus- 
tries that  have  had  successful  earnings  in 
recent  years  (see  Figure  16.7). 


2.  Give  your  personal  opinion  on  why  those 
industries  might  be  successful  in  the  future 
decade. 

3.  Briefly  tell  the  Hernandezes  how  and  when 
to  obtain  information  about  those  industries 
and  particular  companies. 

4.  tm    If  their  $35,000  investment  earns  an 
SS   annual  return  of  9  percent,  what  will 
be  the  future  value  of  the  investment  after  ■ 
eight  years?  (Hint:  Use  Appendix  A.l  or  the 
Garman/Forgue  Web  site.) 

5.  mm   Assume  that  the  $35,000  grows  to 
S   $70,000  by  the  time  that  Victor  and 
Maria  retire  and  that  it  will  continue  to  earn 
a  return  of  9  percent  annually.  If  they  plan 
on  living  an  additional  20  years,  how  much 
can  they  withdraw  each  year  so  that  the 
fund  will  be  liquidated  only  after  20  years? 
(Hint:  Use  Appendix  A. 4  or  the 
Garman/Forgue  Web  site.) 

The  Johnsons  Want  to  Invest  in  Stock 

After  reviewing  several  types  of  investments, 
Harry  and  Belinda  have  decided  to  invest  $1200 
now  and  then  $200  to  $400  per  month  for  the 
next  two  years.  All  income  from  their  investments 
will  be  automatically  reinvested,  but  they  expect 
some  price  appreciation  as  well.  Harry  and  Belinda 
are  busy  learning  about  different  investments  and 
generally  "following  the  market." 

1.  Harry  has  been  watching  Mobil  stock,  and 
Belinda  is  interested  in  Monsanto.  Which 
stock  had  the  greatest  volume  of  trading? 
Which  stock  reported  the  greatest  net 
change  in  price?  (See  Figure  16.3.) 

2.  Based  on  only  the  P/E  ratios  for  the  two 
stocks,  which  is  the  better  value? 

3.  If  the  Johnsons  had  a  "windfall"  and  pur- 
chased 100  shares  of  Monsanto  stock,  how 
much  commission  would  they  pay?  How 
much  commission  would  they  pay  on  100 
shares  of  Mobil  stock?  Assume  the  purchases 
were  made  at  the  highest  price  of  the  day. 

4.  Briefly  discuss  the  factors  the  Johnsons 
should  consider  in  choosing  a  stock  broker- 
age firm,  particularly  given  that  they  plan  to 
invest  regularly. 
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Exploring  the  World  Wide 
Web  of  Personal  Finance 


To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  for  the  General  Motors 
Corporation  annual  report.  Then  visit  the 
Securities  and  Exchange  Commission  Web 
site  for  a  recent  report  for  General  Motors 
(type  General  Motors  Corporation  in  the 
keyword  box).  How  do  the  tone  and  feel  of 
the  two  reports  differ? 

2.  Visit  the  Web  site  for  the  New  York  Stock 
Exchange.  Click  on  Market  Regulation  and 
then  Protecting  the  Consumer.  Describe  the 
mechanism  available  to  consumers  who  have 
disputes  within  the  securities  industry. 


3.  Visit  the  Web  site  of  the  National  Association 
of  Securities  Dealers,  where  you  will  find  a 
description  of  the  Office  of  Ombudsman. 
What  is  the  role  of  this  office  and  how 
might  investors  use  it  to  their  advantage? 

4.  Visit  the  Web  site  for  E*Trade  and  read  up  on 
the  services  provided  by  clicking  on  About 
E*Trade.  How  do  the  services  provided  com- 
pare and  contrast  with  those  provided  by  tra- 
ditional full-service  brokers?  What  effect 
might  the  advent  of  web  trading  services 
have  on  traditional  investment  houses? 

5.  Visit  the  Web  site  for  Equity  Analytics,  Ltd., 
where  you  will  find  information  on  using 
various  stop  and  limit  orders  to  protect  your 
stock  investments  from  market  swings.  What 
are  the  advantages  of  these  techniques? 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Identify  the  advantages 
and  disadvantages  of  invest- 
ing in  real  estate  and  in 
using  advanced  portfolio 
management  techniques. 


■J    Explain  an  effective  way 
to  determine  the  proper 
price  to  pay  for  real  estate. 


J     Distinguish  between  the 
types  of  direct  and  indirect 
ownership  investments  in 
real  estate. 


■1     Detail  ways  of  speculat- 
ing in  the  securities  markets. 


Describe  the  speculative 
aspects  of  tangible  invest- 
ments. 


ost  homeowners  intuitively  realize  that  the  money  used  to  buy  their 
homes  accomplishes  more  than  just  putting  a  roof  over  their  heads. 
I  Homes  also  have  an  investment  aspect,  because  they  typically  increase  in 
value  over  the  long  term.  Homes  and  other  forms  of  real  estate  investment  some- 
times create  quite  substantial  profits.  This  potential  for  profit  encourages  home- 
owners and  other  investors  to  consider  real  estate  as  an  alternative  investment 
to  stocks,  bonds,  or  mutual  funds.  Similarly,  many  people  turn  to  more  specula- 
tive investments  in  an  attempt  to  increase  the  overall  return  on  their  investment 
portfolio. 

This  chapter  begins  with  a  discussion  of  the  advantages  and  disadvantages  of 
real  estate  and  speculative  investments.  We  then  consider  how  to  determine  the 
value — that  is,  the  price  that  might  be  paid — for  a  particular  piece  of  property. 
Next  comes  a  review  of  the  types  of  direct  and  indirect  ownership  of  real  estate 
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investments.  It  is  followed  by  sections  on  techniques  of  advanced  portfolio  man- 
agement involving  speculative  investing  in  the  securities  markets  and  tangible 
investments.  The  chapter  concludes  with  a  description  of  how  to  determine 
when  to  sell  speculative  investments. 


U    Identify  the  advantages 
and  disadvantages  of  invest- 
ing in  real  estate  and  in 
using  advanced  portfolio 
management  techniques. 


dvantages  and  Disadvantages  of  Real  Estate  and 
Techniques  of  Advanced  Portfolio  Management 


l 


Real  estate  is  property  consisting  of  land  and  all  permanently  attached  struc- 
tures and  accompanying  rights  and  privileges,  such  as  crops  and  mineral  rights. 
People  invest  in  real  estate  for  both  economic  and  noneconomic  reasons.  One 
noneconomic  reason  is  that  most  investors  like  the  feeling  of  being  closely 
involved  with  their  investments  and  the  pride  and  satisfaction  associated  with 
owning  property.  The  ultimate  goal  of  investing  in  real  estate  is  economic — the 
maximization  of  after-tax  returns.  (Real  estate  carries  special  income  tax  provi- 
sions that  often  increase  after-tax  income.)  Residential  real  estate  today  offers  an 
investor  a  yield  roughly  equal  to  the  rate  of  inflation  in  the  economy,  although 
the  return  may  be  higher  in  some  communities.  The  best  returns  from  investing 
in  real  estate  often  come  from  commercial  properties.  In  return  for  owning  real 
estate,  the  investor  must  sacrifice  substantial  liquidity.  Most  real  estate  invest- 
ments are  not  speculative,  of  course.  Rather,  they  represent  an  alternative  form 
of  investment  made  by  many  investors  who  prefer  low  to  moderate  risk. 

Speculative  (or  high-risk)  investments  are  investment  alternatives  that 
carry  considerable  risk  of  loss  along  with  the  chance  of  large  gains.  In  addition 
to  the  high  potential  profits,  such  investments  carry  a  clear  danger  of  losing 
some  or  all  of  the  funds  that  have  been  invested.  This  potential  high  return  can 
be  enhanced  further  by  using  leverage,  in  which  borrowed  funds  are  used  to 
make  investments.  Most  speculative  investments  offer  little  or  no  potential  for 
return  from  current  income,  such  as  cash  dividends.  Instead,  most  of  the  returns 
take  the  form  of  capital  gains. 

We  refer  to  investing  in  speculative  investments  as  advanced  portfolio  man- 
agement because  these  alternative  investments  are  not  wise  choices  for  the 
casual  investor.  Advanced  portfolio  management  employs  speculative  mecha- 
nisms that  round  out  the  portfolios  of  some  investors.  Speculative  investments 
should  represent  a  relatively  small  portion  of  one's  overall  investment  mix — per- 
haps 5  to  25  percent  depending  on  investment  philosophy,  net  worth,  and  stage 
in  the  life  cycle.  In  any  event,  investors  should  be  aware  that  they  are  dealing  in 
very  sophisticated  markets  when  investing  in  such  items  as  rights,  options,  pre- 
cious metals,  and  collectibles. 

Many  of  the  speculative  investing  techniques  described  in  this  chapter  are  a 
zero-sum  game  in  which  the  wealth  of  all  investors  remains  the  same,  as  the 
trading  simply  redistributes  the  wealth  among  the  traders.  Each  profit  must  be 
offset  by  an  equivalent  loss.  Thus,  the  average  rate  of  return  for  all  investors  is 
zero,  and  the  return  actually  becomes  negative  if  transaction  costs  are  included. 
Accordingly,  investment  funds  used  for  speculative  purposes  should  be  only 
those  that  vou  can  afford  to  lose. 
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Advantages  of  Real  Estate  Investments 

Real  estate  investments  provide  four  advantages:  (1)  the  possibility  of  a  positive 
cash  flow,  (2)  the  potential  for  price  appreciation,  (3)  the  availability  of  leverage, 
and  (4)  a  number  of  special  tax  treatments. 

Positive  Cash  Flow  For  an  income-producing  real  estate  investment,  you  pay 
operating  expenses  out  of  rental  income.  If  the  property  has  a  mortgage  (a  com- 
mon occurrence),  payments  toward  the  mortgage  principal  and  interest  also 
must  be  made  out  of  rental  income.  The  amount  of  rental  income  you  have  left 
after  paying  all  operating  expenses,  including  repairs  and  mortgage  expenses,  is 
called  cash  flow.  The  amount  of  cash  flow — obtained  by  simply  subtracting  cash 
outlays  from  cash  inflow — depends  on  the  amount  of  rent  received,  the  amount 
of  expenses  paid,  and  the  amount  necessary  to  repay  the  mortgage  debt.  Positive 
cash  flow  is  a  form  of  current  income  and  is  analogous  to  cash  dividends 
received  by  owners  of  common  stock  and  mutual  funds.  Those  investors  can 
obtain  a  return  from  two  sources:  current  income  (dividends)  and  capital  gains. 
Likewise,  real  estate  investors  can  realize  a  profit  from  current  income  (positive 
cash  flow)  and  capital  gains.  Capital  gains  on  real  estate  are  taxed  as  long-  or 
short-term  rates  (see  Chapter  3).  Investors  usually  prefer  a  positive  cash  flow  to 
a  negative  cash  flow  because  any  shortages  represent  out-of-pocket  expenses  for 
the  investor.  Many  investors,  however,  can  manage  a  negative  cash  flow  for  a 
few  years  while  waiting  for  capital  gains  to  materialize  through  an  increase  in 
the  market  value  of  the  property. 

Price  Appreciation  Price  appreciation  comprises  the  amount  above  ownership 
costs  for  which  an  investment  is  sold;  it  is  similar  to  the  capital  gains  on  a  stock 
investment.  In  real  estate,  ownership  costs  include  the  original  purchase  price  as 
well  as  expenditures  for  any  capital  improvements  made  to  a  property  prior  to 
sale.  Capital  improvements  are  costs  incurred  in  making  changes  in  real  prop- 
erty that  add  to  its  value.  Paneling  a  living  room,  adding  a  new  roof,  and  putting 
up  a  fence  represent  capital  improvements.  In  contrast,  repairs  are  expenses 
(usually  tax-deductible  against  an  investor's  cash-flow  income)  necessary  to 
maintain  the  value  of  the  property.  Repainting,  mending  roof  leaks,  and  fixing 
plumbing  are  examples  of  repairs.  For  instance,  assume  that  Keith  Carson,  an 
unmarried  schoolteacher  from  Detroit,  Michigan,  bought  a  small  rental  house  as 
an  investment  five  years  ago  for  $80,000.  He  fixed  some  roof  leaks  (repairs)  for 
$1000  and  then  added  a  new  shed  and  some  kitchen  cabinets  (capital  improve- 
ments) at  a  cost  of  $5000  before  selling  the  property  this  year  for  $105,000.  As  a 
result,  Keith  happily  realized  a  price  appreciation  of  $20,000  ($105,000  - 
$80,000  purchase  price  -  $5000  capital  improvements). 

Leverage  Lenders  normally  permit  real  estate  investors  to  borrow  from  75  to  95 
percent  of  the  price  of  an  investment  property.  This  leverage  can  increase  the 
yield  on  an  investment.  Suppose  that  Keith  Carson,  instead  of  paying  cash  for 
the  house,  had  made  a  down  payment  of  $25,000  and  borrowed  the  remainder. 
What  effect  would  this  borrowing  have  on  his  yield?  In  the  first  instance,  Keith 
paid  $80,000  cash  for  the  property  and  thus  earned  a  25  percent  yield  on  his 
investment  ($20,000  *  $80,000)  over  the  five  years.  In  the  second  situation, 
using  leverage,  he  would  have  an  apparent  yield  of  80  percent  ($20,000  -r 
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Table  17.1 


$25,000).  The  true  yield  would  be  lower  because  of  mortgage  payments,  interest 
expenses,  property  taxes,  and  repairs,  but  would  still  be  a  substantial  double- 
digit  return.  Details  of  how  to  calculate  the  yield  associated  with  real  estate  are 
provided  later  in  this  chapter. 

The  loan-to-value  ratio  measures  the  amount  of  leverage  in  a  real  estate 
investment  project.  It  is  calculated  by  dividing  the  amount  of  debt  by  the  value 
of  the  total  original  investment.  For  example,  Keith  had  a  loan-to-value  ratio  of 
68.75  percent,  or  68.75  percent  leverage,  because  his  down  payment  was  only 
$25,000  on  the  $80,000  property  ($55,000  -  $80,000  =  0.6875). 

Beneficial  Tax  Treatments  The  U.S.  Congress,  through  provisions  in  the  Inter- 
nal Revenue  Code,  encourages  real  estate  investments  by  permitting  investors  a 
variety  of  special  tax  treatments.  These  provisions  include  depreciation,  interest 
deductions,  tax-free  exchanges,  and  rental  income  tax  regulations. 

Depreciation  Deduction  Investors  in  real  estate  become  successful  by  under- 
standing the  "numbers"  of  real  estate  investing.  For  example,  assume  that  Mar- 
ilyn Furry,  a  lawyer  from  University  Park,  Pennsylvania,  invested  $115,000  in  * 
residential  building  ($100,000)  and  land  ($15,000).  She  rents  the  property'  to  a 
tenant  for  $10,000  per  year.  The  tenant  pays  all  variable  costs,  such  as  real  estate 
taxes  ($600),  insurance  ($380),  and  maintenance  ($240).  You  may  think  that, 
because  the  tenant  pays  all  expenses,  Marilyn  must  pay  income  taxes  on  the 
entire  $10,000  in  rental  income;  the  IRS,  however,  allows  her  to  deduct  depreci- 
ation from  this  income.  Depreciation  represents  the  decline  in  value  of  an  asset 
over  time  due  to  normal  wear  and  tear  and  obsolescence.  A  proportionate 
amount  of  a  capital  asset  representing  depreciation  may  be  deducted  against 
income  each  year  over  the  asset's  estimated  life.  (Land  cannot  be  depreciated.) 

According  to  the  straight-line  method  of  depreciation,  Marilyn  can  deduct 
an  equal  part  of  the  building's  cost  over  the  estimated  life  of  the  property. 
According  to  the  IRS  guideline,  residential  properties  may  be  depreciated  over 
27.5  years  and  commercial  real  estate  for  39  years.  Thus,  Marilyn  calculates  the 
amount  she  can  annually  deduct  from  income  to  be  $3636  ($100,000  *  27.5). 
Table  17.1  shows  the  effects  of  depreciation  on  her  income  taxes,  assuming  Mar- 


Effect  of  Depreciation  on 

Income  Taxes 

and  Yield 

Without  Depreciation 

With  Depreciation 

Total  amount  invested 

$115,000 

Gross  rental  income 

$  1 0,000 

$10,000 

Cost  of  land 

-  15,000 

Less  annual  depreciation  expense 

0 

$   3,636 

Cost  of  rental  building 

$100,000 

Taxable  income 

$10,000 

$   6,364 

Depreciation  permitted 

Income  taxes 

for  27.5  years 

$     3,636 

(33  percent  marginal  tax  rate) 

$   3,300 

$   2,100 

Return  after  taxes 

$   6,700 

$    7,900 

Yield  after  taxes 

(divide  return  by  $1 15,000) 

5.8% 

6.9% 
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Additional  Effect  of  Interest  Paid  on  Income  Taxes  and  Yield 


ilyn  is  in  the  33  percent  effective  marginal 
tax  bracket  (federal  and  state  combined).  In 
this  example,  the  depreciation  deduction 
lowers  taxable  income  from  $10,000  to 
$6364  ($10,000  -  $3636)  and  raises  the 
yield  on  the  investment  from  5.8  percent  to 
6.9  percent,  a  19  percent  increase  [(6.9  - 
5.8)  t  5.8].  This  yield  is  based  on  the  total 
investment  of  $115,000. 


Interest  Deduction  Real  estate  investors 
incur  several  general  business  expenses  in 
attempting  to  earn  a  profit:  interest  on  a 
mortgage,  real  estate  taxes,  insurance,  utili- 
ties, capital  improvements,  and  repairs.* 
The  largest  of  these  costs  often  comprises 
the  interest  expense,  as  most  properties  are 
purchased  with  a  mortgage  loan.  Table  17.2 
illustrates  the  effect  of  interest  expenses  on 
income  taxes.  Assume  Marilyn  Furry  bor- 
rowed $64,000  to  purchase  her  $115,000 
property.  After  she  deducts  interest  expenses,  her  income  flow  is  reduced  to 
$3821;  after  she  deducts  depreciation,  her  taxable  income  is  reduced  to  a  mere 
$185.  Because  the  income  tax  liability  is  only  $61  ($185  x  0.33),  the  after-tax 
return  on  her  leveraged  investment  increases  to  7.4  percent.  This  yield  is  based 
on  an  investment  of  $51,000  ($115,000  -  $64,000). 

Because  the  tax  laws  permit  investors  to  deduct  interest  expenses,  part  of  the 
real  cost  of  financing  investment  property  is  shifted  to  the  government.  The 
amount  transferred  depends  on  the  investor's  marginal  tax  bracket.  Marilyn's 
interest  deduction  gives  her  an  after-tax  cash  return  of  $3760.  In  essence,  the 
$6179  in  interest  is  paid  with  $2039  (33  percent  tax  bracket)  of  the  money  that 
was  not  sent  to  the  federal  and  state  governments  and  $4140  ($6179  -  $2039) 
of  Marilyn's  money.  Essentially,  a  major  aspect  of  using  borrowed  money  to 
invest  is  that  the  government  "pays"  part  of  the  interest  costs  for  the  investor. 


Gross  rental  income 

$  10,000 

Less  annual  depreciation  deduction 

-  3,636 

Subtotal 

$  6,364 

Less  interest  expense 

($64,000,9  percent  mortgage  loan) 

-6,179 

Taxable  income 

$  185 

Return  after  interest  expense 

($10,000 -$6,179) 

$  3,821 

Minus  income  taxes  (0.33  x  $185) 

-61 

Return  after  taxes 

$  3,760 

Yield  after  taxes 

[$3760  -=-  ($1 15,000  -  $64,000)] 

7.4% 

Tax-Free  Exchanges  Another  special  tax  treatment  results  when  a  real  estate 
investor  trades  equity  in  one  property  for  equity  in  a  similar  property.  If  none  of 
the  people  involved  in  the  trade  receives  any  other  form  of  property  or  money, 
the  transaction  is  considered  a  tax-free  exchange.  If  one  person  receives  some 
money  or  other  property,  only  that  person  must  report  the  extra  proceeds  as  a 
taxable  gain.  For  example,  assume  that  you  bought  a  duplex  five  years  ago  for 
$80,000  and  now  trade  it  with  your  friend,  giving  $5000  in  cash  for  your  friend's 
$135,000  commercial  building.  Your  friend  needs  to  report  only  the  $5000  as 
income  this  year.  In  contrast,  you  must  report  your  long-term  gains  ($135,000  - 
$5000  -  $80,000  =  $50,000)  only  when  you  actually  sell  the  new  property. 


Some  commercial  leases  require  that  taxes,  insurance,  and  utilities  be  paid  by  the  lessee,  which 
increases  the  investor's  return. 
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Rental  Income  Tax  Regulations  If  the  real  estate  is  "business  property," 
expenses  associated  with  the  rental  use  of  the  property  may  be  deductible — even 
if  they  produce  a  net  loss  that  may  be  used  to  shelter  other  income  from  taxes. 
All  real  estate  income  and  losses  are  classified  for  income  tax  purposes  as  passive 
income  and  passive  losses  (in  contrast  to  other  forms  of  income,  such  as  that 
from  a  job  or  dividends  from  stock  and  mutual  fund  investments).  Generally 
passive  losses  cannot  be  used  to  offset  income  produced  by  a  taxpayer's  active 
(nonrental  real  estate)  income. 

Taxpayers  who  use  a  real  estate  investment  residence  (such  as  a  vacation 
home)  for  14  or  fewer  days  and  materially  participate*  in  "actively  managing" 
the  property  may  take  passive  losses  to  reduce  income  taxes.  When  adjusted 
gross  income  (AGI)  is  less  than  $100,000,  as  much  as  $25,000  in  passive  losses 
may  be  used  to  shelter  income  from  any  source,  such  as  salary  or  other  invest- 
ment income.  The  limit  is  gradually  phased  out  as  the  AGI  moves  between 
$100,000  and  $150,000.  Thus,  this  ability  to  shelter  income  from  taxes  repre- 
sents a  terrific  benefit  for  most  people  who  invest  in  real  estate  on  a  small  scale. 

When  personal  use  of  a  real  estate  investment  residence  (usually  a  vacation 
property)  exceeds  14  days,  income  tax  deductions  (such  as  for  interest,  property 
taxes,  and  advertising)  are  limited  to  the  amount  of  rental  income  from  the 
property.  Excess  losses  can  be  carried  forward  to  future  years  to  offset  future 
income  generated  by  the  real  estate  investment  residence. 


Disadvantages  of  Real  Estate  Investments 

The  potential  for  a  high  total  return  from  real  estate  investment  carries  with  it  a 
high  degree  of  risk  and  uncertainty.  Over  the  past  decade,  the  average  annual 
return  on  real  estate  investments  in  the  United  States  has  ranged  from  3  to  15 
percent.  In  some  areas,  however,  property  values  have  actually  declined.  The  fol- 
lowing list  describes  this  and  other  disadvantages  of  real  estate  investments. 

•  Financial  Risk    It  is  quite  possible  to  lose  money  in  real  estate  invest- 
ments. 

•  Complexity    Real  estate  investments  require  more  study  and  careful  inves- 
tigation than  do  most  other  investments. 

•  Large  Initial  Investment    Investment  in  real  estate  generally  requires 
many  thousands  of  dollars,  often  with  an  initial  outlay  of  $15,000  to 
$30,000  or  more. 

•  Time-Consuming  Management  Demands    Managing  a  real  estate  invest- 
ment requires  time. 

•  Low  Current  Income    Sometimes  expenses  may  reduce  cash-flow  return  to 
less  than  2  percent  or  even  generate  a  loss. 

•  Unpredictable  Costs    Estimating  costs  presents  many  difficulties. 


The  Internal  Revenue  Service  requires  that  to  "materially  participate"  the  investor  must  meet  one 
of  seven  IRS  tests.  One  test  is  if  the  taxpayer  participates  in  the  activity  for  more  than  500  hours 
per  year.  If  the  participation  is  less  than  500  hours,  one  qualifies  if  the  participation  constitutes 
substantially  all  of  the  participation  of  all  individuals  (including  nonowners)  during  the  year. 
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Difficulty  in  Selling    Because  real  estate  is  expensive,  the  market  for 
investment  property  is  much  smaller  than  the  securities  market. 

Liquidity    Because  of  liquidity  problems,  it  may  take  months  or  even  years 
to  find  a  buyer,  arrange  the  financing,  and  close  the  sale  of  a  real  estate 
investment. 

High  Transfer  Costs    Substantial  transfer  costs,  often  6  to  7  percent  of  the 
property's  sale  price,  are  incurred  when  real  estate  is  bought  or  sold. 


J    Explain  an  effective  way 
to  determine  the  proper 
price  to  pay  for  real  estate. 


What  Should  You  Pay  for  a  Real  Estate  Investment? 

The  discounted  cash-flow  method  is  an  effective  way  to  estimate  the  value  or 
asking  price  of  a  real  estate  investment.  It  emphasizes  after-tax  cash  flow  and  the 
return  on  the  invested  dollars  discounted  over  time  to  reflect  a  discounted  yield. 
Computer  software  programs  are  available  to  help  calculate  discounted  cash 
flows.  You  also  can  use  Appendix  A. 2,  as  shown  in  Table  17.3.  To  illustrate  how 
this  method  works,  assume  that  you  require  a  rate  of  return  of  10  percent  on  a 
piece  of  real  estate  property  advertised  for  sale  at  $80,000.  You  estimate  that 
rents  can  be  increased  each  year  for  five  years.  After  all  expenses  are  paid,  you 
expect  to  have  an  after-tax  cash  flow  of  $4000,  $4200,  $4400,  $4600,  and  $4800 
for  the  five  years.  Assuming  some  price  appreciation,  you  anticipate  selling  the 
property  for  $100,000  after  all  expenses  are  incurred.  How  much  should  you  pay 
now  to  buy  the  property? 

Table  17.3  explains  how  to  answer  this  question.  Multiply  the  estimated 
after-tax  cash  flows  and  the  expected  proceeds  of  $100,000  to  be  realized  on  the 
sale  of  the  property  by  the  present  value  of  a  dollar  at  10  percent  (the  required 
rate  of  return).  Add  the  present  values  together  to  obtain  the  total  present  value 
of  the  property — in  this  case,  $78,632.  Thus,  the  asking  price  of  $80,000  is  too 
high  for  you  to  earn  an  after-tax  return  of  10  percent.  Your  choices  are  to  nego- 
tiate the  price  down,  accept  a  return  of  less  than  10  percent,  or  consider  another 


Table  17.3 


Discounted  Cash-Flow  Method  Illustration 

After-Tax 

Present  Value  of  Si 

Present  Value  of 

Cash  Flow 

at  10  Percent* 

After-Tax  Cash  Flow 

1  year 

$  4,000 

0.909 

$  3,636 

2  years 

4,200 

0.826 

3,469 

3  years 

4,400 

0.751 

3,304 

4  years 

4,600 

0.683 

3,142 

5  years 

4,800 

0.621 

2,981 

Sell  property 

$100,000 

0.621 

62,100 

Present  value  of 

property 

$78,632 

*  From  Appendix  A.2. 
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investment.  The  discounted  cash-flow  method  provides  an  effective  way  to  esti- 
mate real  estate  values  because  it  takes  into  account  the  selling  price  of  the  prop- 
erty, the  effect  of  income  taxes,  and  the  time  value  of  money. 


EJ     Distinguish  between  the 
types  of  direct  and  indirect 
ownership  investments  in 
real  estate. 


Direct  and  Indirect  Ownership  investments 
in  Real  Estate 


A  real  estate  investment  is  known  as  direct  ownership  when  an  investor  holds 
actual  legal  title  to  the  property.  You  can  invest  directly  as  an  individual — buy- 
ing an  apartment  building,  for  example — or  jointly  with  other  investors. 


Direct  Ownership  Investments  in  Real  Estate 

There  are  three  general  types  of  direct  ownership  investments  in  real  estate:  1 1 1 
residential  property  units  and  commercial  properties,  (2)  second  or  vacation 
homes,  and  (3)  raw  land  and  residential  lots. 

Residential  Units  and  Commercial  Properties  Residential  units  are  properties 
designed  for  residential  living,  such  as  houses,  duplexes,  apartments,  mobile 
homes,  and  condominiums,  that  offer  a  potential  to  produce  investment  profits. 
Commercial  properties  are  properties  designed  for  business  uses,  such  as  office 
buildings,  medical  centers,  gasoline  stations,  and  motels,  that  also  carry  a  poten- 
tial to  produce  a  profit.  Realizing  a  good  investment  income  from  these  proper- 
ties normally  requires  that  you  take  an  active  interest  in  their  management. 

Residential  units  are  probably  the  least  complex  real  estate  investments  with 
which  to  begin,  the  easiest  to  sell,  and  the  least  profitable.  One  popular  way  to 
start  in  real  estate  investment  is  to  purchase  sweat  equity  property.  In  this 
approach,  you  would  seek  a  property  that  needs  repairs  but  has  good  underlying 
value.  You  buy  it  at  a  favorable  price  and  "sweat"  by  spending  many  hours  clean- 
ing, painting,  and  repairing  it  to  sell  at  a  profit  or  to  rent  to  tenants. 

Commercial  properties  carry  more  risk  of  remaining  unrented  than  residen- 
tial units.  In  addition,  business  tenants  usually  expect  more  extensive  and  costly 
services,  and  the  buildings  have  a  greater  likelihood  of  obsolescence.  Accord- 
ingly, you  can  charge  higher  rents  on  commercial  properties  to  offset  the  higher 
risk  involved. 

When  choosing  income-producing  rental  property,  you  need  to  consider  sev- 
eral criteria:  good  location,  dependability  of  income,  current  value  of  the  prop- 
erty, condition  of  the  property,  likely  impact  of  future  competition  of  similar  real 
estate,  availability  of  reasonable  financing,  moderately  priced  utilities,  stable  real 
estate  property  taxes,  and,  of  course,  return  on  investment  after  taxes. 

Second  or  Vacation  Homes  Many  people  own  a  second  or  vacation  home,  usu- 
ally a  house,  condominium,  or  mobile  home  located  near  a  lake  or  a  beach,  in 
the  mountains,  or  at  some  resort  area.  The  IRS  generally  considers  a  second  or 
vacation  home  to  be  just  another  piece  of  property.  Thus,  owners  can  deduct 
amounts  spent  for  mortgage  interest  and  real  estate  property  taxes.  For  example, 
Leslie  Cain,  a  librarian  from  Lynchburg,  Virginia,  has  bought  vacation  property 
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on  the  west  coast  of  Florida  for  which  she  makes  a  $600  monthly  payment. 
Monthly  interest  and  taxes  amount  to  $500.  Because  Leslie  is  in  the  28  percent 
tax  bracket,  she  realizes  tax  savings  of  $140  monthly  ($500  x  0.28).  Thus,  her 
property's  net  cost  is  $460  ($600  -  $140)  per  month,  or  $5520  annually. 

If  she  rents  out  her  property,  Leslie  can  qualify  for  additional  tax  savings  if 
her  adjusted  gross  income  is  less  than  $150,000.  IRS  regulations  allow  investors 
to  take  all  or  a  portion  of  passive  losses  on  a  vacation  home  used  as  rental  prop- 
erty as  long  as  the  investor:  (1)  materially  participates  in  rental  operations; 
(2)  rents  the  property  for  15  days  or  more;  (3)  attempts  to  rent  the  property, 
either  by  listing  it  with  a  rental  agent  or  advertising  it;  and  (4)  the  owner's  per- 
sonal use  does  not  exceed  14  days  or  10  percent  (whichever  is  greater)  of  the 
total  number  of  days  the  home  is  rented  at  a  "fair  rental  value."  Rental  losses 
for  depreciation,  repair  costs,  utility  bills,  and  other  expenses  may  be  taken  as 
tax  deductions.  For  example,  income  for  Leslie  could  amount  to  $2000  for  20 
days  of  rentals.  In  Leslie's  case,  rental  losses  might  total  $3500  and  result  in  a 
tax  loss  of  $1500,  but  only  if  she  did  not  personally  use  the  property  more  than 
14  days  herself.  Remember,  too,  that  Leslie  stands  to  gain  from  long-term  price 
appreciation. 


Did  You 


KNOW 


When  to  Sell  a  Real  Estate  Investment 


Generally,  you  should  sell  a  real  estate  investment 
in  the  following  situations: 

•  Your  investments  are  unwise.  No  matter  how 
careful  the  real  estate  investor  is,  some  invest- 
ments just  do  not  work  out.  Perhaps  the  apart- 
ment building  is  located  in  the  wrong 
neighborhood  or  the  vacation  property  is  deteri- 
orating and  actually  declining  in  value.  When 
troubles  and  expenses  mount,  it  is  time  to  con- 
sider 

selling. 

•  You  are  tired  of  ownership.  At  some  point,  you 
may  no  longer  enjoy  collecting  rents,  arranging 
maintenance,  and  making  capital  improvements, 
or  your  vacation  spot  may  lose  its  attractiveness. 
Consider  selling  the  property  and  finding 
another  investment  that  you  like  better. 

•  Alternative  investments  pay  more.  Some  people 
buy  a  piece  of  real  estate  and  feel  they  must  keep 
it  forever.  You  may  have  owned  a  vacation  prop- 
erty for  many  years  and  paid  off  the  mortgage  in 


full,  or  a  rental  building  you  bought  years  ago 
may  still  be  bringing  in  a  stream  of  income. 
Could  you  make  more  money  by  selling  or  refi- 
nancing and  then  investing  the  proceeds  else- 
where? For  example,  a  vacation  home  valued  at 
$90,000  with  no  mortgage  debt  represents  a 
$90,000  asset  earning  no  current  income  for  the 
owner.  An  alternative  would  be  to  refinance  it, 
perhaps  obtaining  $70,000,  and  to  invest  that 
amount  elsewhere. 

You  need  money.  Many  owners  of  real  estate  go 
through  crisis  times  when  they  simply  need 
money.  In  these  instances,  you  do  not  necessarily 
need  to  sell  your  property.  When  you  refinance 
property  instead  of  selling,  you  may  receive  a 
substantial  amount  of  cash  in  addition  to  a  new 
mortgage. 

You  want  to  invest  "upward."  You  can  use  lever- 
age to  enhance  profits  in  real  estate.  You  may 
want  to  sell  your  home  and  invest  those  proceeds 
(including  price  appreciation)  into  a  more  expen- 
sive property. 
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A  special  provision  in  the  tax  law  pertains  to  vacation  properties  that  are 
rented  out  for  fewer  than  15  days  during  the  year.  Under  the  law,  you  cannot 
take  any  deductions,  except  for  mortgage  interest  and  property  taxes,  but  the 
rental  income  you  collect  is  not  taxable;  instead,  it  is  considered  tax-free  income. 


Considerations 


&  Consequences 


An  Income-Producing  Real  Estate  Investment 


When  you  are  considering  a  real  estate  investment, 
you  use  your  investment  amount  (purchase  price  or 
down  payment)  to  estimate  the  likely  rate  of  return. 
This  estimate  may  be  compared  with  other  invest- 
ment alternatives.  The  following  table  shows  five- 
year  estimates  for  a  hypothetical  residential  property 
with  a  purchase  price  of  5100,000.  The  building  will 
be  purchased  with  a  $75,000  mortgage  loan,  so  the 
buyer  has  to  make  a  525,000  down  payment  and  also 
pay  54000  in  closing  costs.  The  gross  income  is  pro- 
jected to  rise  at  an  annual  rate  of  5  percent,  vacan- 
cies and  unpaid  rent  at  10  percent,  real  estate  taxes 
at  7  percent,  insurance  at  8  percent,  and  mainte- 


nance at  10  percent.  Virtually  the  entire  payment  for 
the  30-year,  S75.000,  12  percent  fixed-rate  mortgage 
loan  is  assumed  to  be  interest  during  these  early 
years.  For  income  tax  purposes,  the  land  is  valued  at 
510,000,  and  the  building  is  depreciated  over  27.5 
years.  Thus,  the  amount  of  annual  straight-line 
depreciation  is  calculated  to  be  53272  (5100,000  - 
510,000  =  590,000;  590,000  -  27.5  =  $3272).  The 
buyer  is  in  the  28  percent  marginal  tax  bracket. 

Note  how  difficult  it  is  to  earn  current  income 
from  rental  properties  when  financing  costs  are  rela- 
tively high.  During  the  first  year,  the  total  cash  flow 
loss  is  projected  to  be  52261.  Furthermore,  because 


Estimates  for  a  Successful  Real  Estate  Investment 


A. 

Gross  possible  income 

Less  vacancies  and  unpaid  rent 

$10,000 
-  500 

$10,500 
-  550 

$11,025 
-  605 

$11,576 
-  666 

$12,155 
-  733 

B. 

Projected  gross  income 

$  9,500 

$  9,950 

$10,420 

$10,910 

$11,422 

C. 

Less  operating  expenses 
Interest  and  principal  (P  + 1) 
Real  estate  taxes  (7) 
Insurance  (/) 
Maintenance 

$  9,261 

900 

400 

1,200 

$  9,261 

963 

432 

1,320 

$  9,261 

1,030 

467 

1,452 

$  9,261 

1,103 

504 

1,597 

$  9,261 

1,180 

544 

1,757 

Total  operating  expenses 

$11,761 

$11,976 

$12,210 

$12,465 

$12,742 

D. 

Total  cash  flow  (negative) 

$(2,261) 

$(2,026) 

$(1,790) 

$(1,555) 

$(1,320) 

E. 

Less  depreciation  expense 

-  3,272 

-  3,272 

-  3,272 

-  3,272 

-  3,272 

F. 

Taxable  income  (or  loss)  (D  -  E) 

$(5,533) 

$(5,298) 

$(5,062) 

$(4,827) 

$(4,592) 

G. 
H. 

Annual  tax  savings 

(28  percent  marginal  rate) 

Net  cash  flow  income 
(or  loss)  after  taxes  (G  -  D) 

1,549 
$(712) 

1,483 
$  (543) 

1,417 
$  (373) 

1,352 
$  (203) 

1,286 
$(34) 
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Raw  Land  and  Residential  Lots  Investing  in  raw  land  or  residential  lots  on 
which  you  do  not  intend  to  build  is  a  speculative  affair.  Raw  land  is  undevel- 
oped acreage,  typically  far  from  established  communities,  with  no  utilities  and 
no  improvements  except  perhaps  a  substandard  access  road.  A  residential  lot  is 
subdivided  acreage  with  utilities — typically  water,  electricity,  and  sewerage — 


the  income  tax  laws  permit  depreciation  to  be 
recorded  as  a  real  estate  investment  expense,  even 
though  it  is  not  an  out-of-pocket  cost,  the  total  tax- 
able loss  is  projected  to  be  $5533.  This  loss  is 
deductible  on  the  investor's  income  tax.  Because 
the  investor  is  in  the  28  percent  tax  bracket,  the 
loss  of  $5533  results  in  a  first-year  annual  tax  sav- 
ings of  $1549  ($5533  x  0.28).  Instead  of  sending 
the  $1549  to  the  government  in  taxes,  the  investor 
can  use  it  to  pay  the  operating  expenses  of  the 
investment.  Therefore,  the  cash-flow  loss  of  $2261 
is  reduced  by  $1549  for  a  net  cash-flow  loss  after 
taxes  of  $712  ($2261  -  $1549).  During  the  first 
year  of  ownership,  the  investor  will  have  to  come 
up  with  the  additional  $712  (about  $60  monthly) 
to  make  ends  meet. 

Assume  that  the  property  appreciates  in  value 
at  an  annual  rate  of  6  percent  and  will  be  worth 
$133,823  in  five  years  ($100,000  x  1.06  x  1.06  x 
1.06  x  1.06  x  1.06).  If  it  sold  at  this  price,  a  6  per- 
cent real  estate  sales  commission  would  reduce  the 
proceeds  by  $8029  to  $125,794. 

Now  we  can  calculate  the  crude  annual  rate  of 
return  on  the  property,  as  the  following  table 
shows.  A  crude  rate  of  return  is  a  rough  measure 
of  the  yield  on  amounts  invested  that  assumes  that 
equal  portions  of  the  gain  are  earned  each  year.  The 
total  return  in  this  example  was  substantial.  There 
were  out-of-pocket  cash  investments  of  $25,000  for 
the  down  payment,  $4000  in  closing  costs,  and 
$1865  in  net  cash-flow  losses  ($712  +  $543  +  $373 
-)-  $203  +  $34),  for  a  total  investment  of  $30,865. 
The  investor  has  a  capital  gain  of  $38,154,  or  a 
crude  annual  rate  of  return  (before  taxes)  of  124 
percent  over  five  years,  roughly  25  percent  annu- 
ally (124  percent  ■*■  5  years). 


Crude  Rate  of  Return  on  a 
Successful  Real  Estate  Investment 


Taxable  cost  (adjusted  basis) 
Purchase  price 

($25,000  down  payment,  $75,000  loan) 
Closing  costs 


$100,000 


4,000 


Subtotal 

104,000 

Less  accumulated  depreciation 

- 

16,360 

Taxable  cost  (adjusted  basis) 

$ 

87,640 

Proceeds  (after  paying  off  mortgage) 

Sale  price 

$133,823 

Less  sales  commission 

- 

8,029 

Net  proceeds 

$125,794 

Less  taxable  cost 

- 

87,640 

Taxable  proceeds  (capital  gain) 

$ 

38,154 

Amount  invested 

Down  payment 

$ 

25,000 

Closing  costs 

4,000 

Accumulated  net  cash  flow  losses 

+ 

1,865 
30,865 

Total  invested 

$ 

Crude  annual  rate  of  return 

Total  invested 

$ 

30,865 

Taxable  proceeds  (capital  gain) 

$ 

38,154 

Before-tax  total  return 

($38,1 54 -$30,865) 

124% 

Crude  before-tax  annual  rate  of  return 

25% 

(124  percent  -=-  5  years) 

Note:  Using  a  financial  calculator  yields  an  internal  rate  of  return  for 
this  investment  of  23.3  percent.Thus,  the  crude  rate  of  return  calcula- 
tions given  here  provide  a  reasonably  close  estimate  in  this  instance. 
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located  within  or  adjacent  to  established  communities.  Land  speculators  buy  raw 
land  and  residential  lots  to  sell  to  people  who  "think"  they  will  build  in  the 
future.  You  should  not  buy  any  acreage  unless  you  firmly  believe  that:  (1)  the 
price  paid  today  is  substantially  less  than  what  it  might  be  in  the  future,  (2)  com- 
parable acreage  will  not  be  available  in  the  future  when  needed  by  buyers,  or 
(3)  you  will  later  build  on  the  property  yourself. 

Although  they  are  not  sufficient  by  themselves,  "location,  location,  and  loca- 
tion" are  regarded  as  the  first  three  rules  of  successful  real  estate  investing. 
Beware  of  speculating  in  unknown  land  in  some  distant  new  city,  retirement  vil- 
lage, or  resort.  A  potential  investor  should  always  see  the  land,  hire  an  attorney 
to  review  the  deal,  read  the  property  report  (a  document  legally  required  under 
the  federal  Interstate  Land  Sales  Act  for  properties  offered  for  sale  across  state 
lines),  and  obtain  a  private  property  appraisal. 


Time  sharing  is  often  promoted  as  a  way  to  simul- 
taneously invest  and  obtain  vacation  housing.  For 
between  $5000  and  $20,000,  buyers  can  purchase 
one  or  more  week's  use  of  luxury  vacation  housing 
furnished  right  down  to  the  salt  and  pepper  shak- 
ers. Vacationers  also  pay  an  annual  maintenance 
fee  for  each  week  of  ownership,  perhaps  amounting 
to  $100  per  week. 

Legally,  the  terms  "time  sharing"  and  "interval 
ownership"  are  not  interchangeable.  A  right-to-use 
purchase  of  a  limited,  preplanned,  time-sharing 
period  of  use  of  a  vacation  property  actually  repre- 
sents only  a  vacation  license.  It  does  not  grant  legal 
real  estate  ownership  interest  to  the  purchaser,  but 
instead  provides  a  long-term  lease  permitting  use  of 
a  hotel  suite,  condominium,  or  other  accommoda- 
tion. This  practice  is  also  known  as  nondeeded 
time  sharing.  As  in  some  other  situations  that 
involve  leasing,  if  the  true  owner  of  the  property— 
the  developer — becomes  bankrupt,  the  time  share 
purchasers  (actually  tenants)  can  be  locked  out  of 
the  premises  by  the  creditors. 

In  contrast,  an  interval  ownership  purchase 
provides  time-sharing  buyers  with  actual  titles  and 
deeds  to  limited  time  periods  of  use  of  real  estate. 


Purchasers  thus  become  secured  creditors  who  are 
guaranteed  continued  use  of  the  property  through- 
out any  bankruptcy  proceedings.  This  practice  is 
also  known  as  deeded  time  sharing. 

Time  sharing  and  interval  ownership  should  be 
viewed  as  a  prepaid  vacation  expense— not  as  a  real 
estate  investment.  (It  is  an  investment  for  the 
developer,  however,  as  a  $100,000  apartment  unit 
that  is  time-shared  for  52  weeks  at  $5000  per  week 
brings  the  developer  $260,000.)  In  fact,  rime  shar- 
ing is  not  a  wise  investment  for  most  people.  It  is 
very  difficult  to  sell  a  time-share  investment,  and 
people  rarely  receive  more  than  50  percent  of  their 
original  investment  in  the  sale.  A  survey  from  the 
Resort  Property  Owners  Association  estimates  that 
the  average  time-share  unit  languishes  on  the  mar- 
ket for  4.4  years  before  being  sold.  At  any  point  in 
time,  60  percent  of  all  time  shares  are  up  for  sale.  If 
you  are  interested  in  such  property  for  vacation 
purposes,  you  should  be  leery  of  gifts  and  awards 
offered  to  promote  time-sharing  units,  avoid  right- 
to-use  time  sharing,  demand  a  15-day  cancellation 
clause  in  the  contract,  and  require  that  your  money 
be  placed  in  escrow  until  the  construction  of  any 
yet-to-be-built  time-sharing  project  is  completed. 
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Indirect  Ownership  Investments  in  Real  Estate 

In  an  indirect  investment  in  real  estate,  the  investors  do  not  hold  actual  legal 
title  to  the  property.  Examples  include  real  estate  syndicates,  real  estate  invest- 
ment trusts,  and  ownership  of  mortgages.  Investors  can  obtain  information  on 
these  alternatives  from  brokerage  firms. 

A  real  estate  syndicate  is  an  indirect  form  of  real  property  investment,  often 
organized  as  a  limited  partnership,  in  which  a  required  minimum  number  of 
shares  (often  five)  are  sold  to  investors  for  as  little  as  $500  per  share  to  raise  cap- 
ital for  real  estate  projects.  Syndicates  finance  the  building  of  many  office  build- 
ings, shopping  centers,  factories,  apartment  houses,  supermarkets,  and  motels. 
The  limited  partnership  form  of  real  estate  syndicate  involves  two  classes  of 
partners:  the  general  partner  and  the  limited  partners.  The  general  partner  (usu- 
ally the  organizer  and  initial  investor)  operates  the  syndicate  and  has  unlimited 
financial  liability  The  limited  partners  (the  outside  investors)  receive  part  of 
the  profits  and  the  tax-shelter  benefits  but  remain  inactive  in  the  management 
of  the  business  and  have  no  personal  liability  for  the  operations  of  the  partner- 
ship beyond  their  initial  investment. 

A  real  estate  investment  trust  (REIT)  is  an  unincorporated  business  that 
raises  money  by  selling  shares  to  the  public,  much  in  the  same  way  as  a  closed- 
end  mutual  fund,  and  owns  property  or  provides  mortgage  lending  to  develop- 
ers. Offering  the  potential  of  high  profits,  REITs  typically  specialize  in  a  segment 
of  the  real  estate  market,  such  as  apartment  buildings  or  medical  facilities. 


B 


Detail  ways  of  speculat- 
ing in  the  securities  markets. 


Speculation  in  the  Securities  Markets 

Several  techniques  of  speculating  in  securities  markets  are  used  in  advanced 
portfolio  management.  Speculation  in  securities  markets  occurs  when  investors 
make  use  of  margin  buying  or  selling  securities  "short,"  as  well  as  when  they 
invest  in  specialized  securities  such  as  rights,  options,  and  futures  contracts. 


Margin  Buying 

One  technique  to  increase  the  return  on  an  investment  is  margin  buying.  A  mar- 
gin account  requires  a  deposit  of  substantial  cash  or  securities  ($2000  or  more) 
and  permits  the  purchase  of  other  securities  using  credit  granted  by  the  broker- 
age firm.  Using  a  margin  account  to  purchase  securities,  or  margin  buying, 
allows  the  investor  to  apply  leverage  that  magnifies  returns  by  borrowing  money 
from  a  brokerage  firm  to  buy  securities.  As  a  result,  the  investor  can  buy  more 
stocks  and  bonds  than  would  be  possible  with  available  cash.  Both  brokerage 
firms  and  the  Federal  Reserve  Board  regulate  use  of  credit  to  buy  securities.  The 
margin  rate  is  the  percentage  of  the  value  (or  equity)  in  an  investment  that  is 
not  borrowed.  In  recent  years,  it  has  ranged  from  30  to  80  percent.  Thus,  if  the 
margin  rate  is  40  percent,  you  can  buy  securities  by  putting  up  only  40  percent 
of  the  total  price  and  borrowing  the  remainder  from  the  brokerage  firm.  The 
securities  purchased,  as  well  as  other  securities  in  the  margin  account,  are  used 
as  collateral.  Margin  lending  is  financed  at  competitive  rates. 
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Buying  on  margin  is  commonly  used  to  increase  return  on  investment.  For 
example,  assume  that  Running  Paws  common  stock  is  selling  for  $80  per  share 
and  you  wish  to  buy  100  shares  for  a  total  of  $8000.  Using  your  margin  account, 
you  will  make  a  cash  payment  of  $3200  (0.40  x  $8000),  with  the  brokerage  firm 
lending  you  the  difference  of  $4800  ($8000  -  $3200).  For  the  sake  of  simplic- 
ity, we  will  omit  commissions  and  assume  the  brokerage  firm  lends  the  funds  at 
10  percent  interest.  Thus,  your  equity  (market  value  minus  amount  borrowed) 
in  the  investment  is  $3200.  If,  as  illustrated  in  Table  17.4,  the  price  of  Running 
Paws  stock  increases  from  $80  to  $92  at  the  end  of  a  year,  you  can  sell  your 


Table  17.4 


How  Buying  on  Margin  Affects  the  Return  on  Investment 

Cash  Transaction 


40%  Margin  Transaction 


rJ  Price  of  stock  rises  (from  $80  to  $92  a  share) 
Buy  100  shares  @  $80  (amount  invested) 
Sell  100  shares  @  $92  (proceeds) 

-$8000 
9200 

-$3200 
9200 

Net  proceeds 

$1200 

$6000 

Minus  amount  borrowed 

— 

-4800 

Net 

$1200 

$1200 

Minus  cost  of  borrowing 

— 

-  480 

Return 

$1200 

$720 

Yield  (return  +  amount  invested) 

+  15.0% 

+22.5% 

^J  Price  of  stock  declines  (from  $80  to  $70  a  share) 
Buy  100  shares  @  $80  (amount  invested) 
Sell  100  shares  @  $70  (proceeds) 

Net  proceeds 
Minus  amount  borrowed 

Net 
Minus  cost  of  borrowing 

Return 
Yield  (return  -=-  amount  invested) 


-$8000 

7000 

-$1000 


-$1000 
-12.5% 


-$3200 

7000 

$3800 

-4800 

$1000 

-480 

-$1480 

-46.25% 


J  Price  of  stock  declines  (from  $80  to  $60  a  share) 

Buy  1 00  shares  @  $80  (amount  invested)  -$8000 

Sell  1 00  shares  @  $60  (proceeds)  6000 

Net  proceeds  -$2000 

Minus  amount  borrowed  — 

Net  -$2000 

Minus  cost  of  borrowing  — 

Return  -$2000 

Yield  (return  -=-  amount  invested)  -25.0% 


-$3200 

6000 

$2800 

-4800 

-$2000 

-480 

-$2480 

-77.5% 
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investment  for  a  proceed  of  $9200,  minus  the  amount  invested  ($3200),  the 
amount  borrowed  ($4800),  and  the  cost  of  borrowing  ($4800  x  0.10  =  $480), 
for  a  yield  of  $720.  Because  you  invested  an  equity  of  only  $3200  for  a  profit  of 
$720,  you  have  earned  a  return  of  22.5  percent  ($720  ■*■  $3200).  If  you  had 
instead  put  up  the  entire  $8000  and  not  bought  on  margin,  your  return  on 
investment  would  have  been  only  15  percent  ($9200  -  $8000  =  $1200;  $1200 
*  $8000  =  0.15).  In  this  way,  "other  people's  money"  can  be  used  to  increase 
the  rate  of  return  on  your  investment. 

Aggressive  investors  also  like  to  buy  on  margin  because  leverage  potentially 
allows  them  to  make  significant  gains  over  short  time  periods.  For  example, 
assume  that  the  margin  rate  is  50  percent  and  you  want  to  purchase  1000  shares 
of  a  $10  stock.  Buying  on  margin,  you  need  put  up  only  $5000  (0.50  x  $10,000). 
If  the  price  of  the  stock  rises  to  only  $11  over  the  course  of  a  month,  you  make 
a  handsome  profit.  The  $1000  in  proceeds  ($11  x  1000  =  $11,000;  $11,000  - 
$10,000  =  $1000)  might  be  reduced  by  a  brokerage  firm's  interest  charges  of 
$100,  for  a  return  of  $900.  Thus,  you  achieve  a  yield  of  18  percent  on  the 
amount  invested  ($900  *  $5000)  in  only  one  month,  or  more  than  200  percent 
annually.  By  not  buying  on  margin,  the  short-term  investor  just  described  would 
have  been  forced  to  wait  until  the  price  reached  1  V/n  (almost  a  full  point  higher 
than  the  margin  investor)  to  realize  a  similar  return  ($11,875  -  $10,000  = 
$1875;  $1875  *  $10,000  =  18.75  percent). 

Buying  on  margin  can  be  dangerous  as  well.  If  the  price  of  a  security  bought 
on  margin  declines,  leverage  can  work  against  you,  as  Table  17.4  illustrates.  For 
example,  if  the  Running  Paws  stock  bought  at  $80  dropped  to  $70  after  a  year, 
you  would  lose  $10  per  share  on  the  100  shares,  for  a  total  loss  of  $1000.  Pro- 
ceeds would  be  only  $7000.  If  you  bought  the  stock  on  40  percent  margin,  this 
amount  is  offset  by  the  cost  of  the  investment  ($3200),  the  margin  loan  from  the 
broker  ($4800),  and  interest  on  the  loan  ($480),  for  a  total  deduction  of  $8480 
and  a  net  loss  of  $1480  ($7000  -  $8480).  Thus,  a  loss  of  $1480  on  an  investment 
of  $3200  is  a  negative  return  of  46.25  percent  (-$1480  +  $3200).  The  same  $10 
loss  per  share  (from  $80  to  $70  per  share)  would  have  been  a  negative  loss  of 
only  12.5  percent  if  the  stocks  were  not  bought  on  margin  ($7000  -  $8000  = 
-1000;  -$1000  -e-  $8000  =  -0.125).  In  this  manner,  leverage  obtained  when 
buying  stocks  on  margin  can  enhance  both  profits  and  losses  dramatically 


HOW 


t  o  . . . 


Determine  a  Margin  Call  Price 


To  determine  at  what  price  a  margin  call  will  occur, 
use  the  margin  call  formula  given  in  Equation 
(17.1).  Substituting  the  figures  from  the  preceding 
illustration,  the  investor  will  not  receive  a  margin 


call  unless  the  stock  price  drops  below  $64,  as 
equity  at  this  point  remains  25  percent.  This 
formula  also  appears  on  the  Garman/Forgue 
Web  site. 


Margin  call  price    = 


amount  owed  broker  -f  (1  -  margin  call  requirement) 
number  of  shares  bought 


(17.1) 
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Similarly,  the  example  cited  in  Table  17.4  illustrates  the  magnitude  of  the  loss 
due  to  a  $20  decline  in  value  as  a  negative  return  of  77.5  percent,  compared  with 
a  loss  of  only  25  percent  if  the  investor  had  not  bought  on  margin. 

In  addition,  a  margin  call  could  hurt  the  financial  position  of  the  margin 
buyer.  With  this  approach,  the  margin  investor  is  required  to  contribute  more 
funds  if  the  value  of  the  security  declines  to  the  point  where  the  investor's  equity 
is  less  than  a  required  percentage  (such  as  25  percent)  of  the  current  market 
value.  If  the  investor  fails  to  put  up  the  additional  cash  or  securities,  the  broker 
can  legally  sell  the  securities.  The  margin  call  concept  protects  the  broker  who 
has  loaned  money  on  securities.  In  Table  17.4,  the  100  shares  of  Running  Paws 
priced  at  $80  were  originally  valued  at  $8000,  with  investor's  equity  of  $3200,  or 
40  percent  ($3200  -s-  $8000),  and  $4800  borrowed  from  the  brokerage  firm. 
Assume  that  the  stock  price  drops  to  $60  per  share,  which  makes  the  current 
market  value  $6000.  Because  the  investor  still  owes  $4800,  the  equity  has 
dropped  to  $1200  ($6000  -  $4800),  which  is  only  20  percent  of  the  value  of  the 
securities  ($1200  -=-  $6000).  The  broker  will  immediately  make  a  margin  call, 
demanding  that  funds  be  added  to  the  account  (perhaps  within  72  hours)  to 
bring  the  equity  up  to  a  minimum  of  25  percent.  In  this  example,  an  additional 
$300  ($6000  x  0.25  =  $1500;  $1500  -  $1200  =  $300)  would  be  required. 

If  the  investor  cannot  meet  the  margin  call,  the  broker  will  sell  the  securities 
as  soon  as  possible  (at  whatever  price  is  obtainable),  and  a  sharp  financial  loss 
will  result.  The  investor  must  repay  the  broker  for  any  losses. 

Selling  Short 

Buying  a  security  in  the  hope  that  it  will  go  up  in  value — the  goal  of  most 
investors — is  called  buying  long.  You  might  suspect,  however,  that  the  price  of 
a  security  will  drop.  You  can  earn  profits  when  the  price  of  a  security  declines  by 
first  selling  short,  although  it  is  a  tricky  business.  Selling  short  is  a  trading  tech- 
nique by  which  investors  sell  a  security  they  do  not  own  (borrowing  it  from  a 
broker)  and  later  buy  the  same  number  of  shares  of  the  security  at  a  lower  price 
(and  return  it  to  the  broker),  thus  earning  a  profit  on  the  transaction.  It's  "buy 
low,  sell  high,"  but  reversed  to  "sell  high,  buy  low."  Brokerage  firms  require  an 
investor  to  maintain  a  margin  account  when  selling  short  because  it  provides 
some  assurance  that  the  investor  can  repay  the  value  of  the  stock  if  necessary.  As 
a  result,  some  or  all  of  an  investor's  funds  deposited  in  a  margin  account  are 
effectively  tied  up  during  a  short  sale.  Many  brokers  hold  the  proceeds  of  a  short 
sale,  without  paying  interest,  until  the  customer  "covers  the  position"  by  buying 
it  back  for  delivery  to  the  broker. 

For  example,  you  believe  that  the  price  of  Running  Paws  stock  will  drop  sub- 
stantially over  the  next  several  months.  You  have  heard  that  some  top  managers 
of  the  company  may  resign  and  that  competitors  are  expected  to  introduce 
newer  products.  Accordingly,  you  instruct  your  broker  to  sell  100  shares  of  Run- 
ning Paws  at  $80  per  share  ($80  x  100  =  $8000).  In  this  illustration,  assume  that 
you  have  a  40  percent  margin  requirement,  which  means  you  have  committed 
$3200  (0.40  x  $8000).  The  shares  are  actually  borrowed  by  the  broker  from 
another  investor  or  another  broker.  Several  months  later,  Running  Paws 
announces  lower  profits  because  of  strong  competition,  and  the  share  price 
drops  to  $70.  Now  you  instruct  your  broker  to  buy  100  shares  at  the  new  price. 
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You  gain  a  profit  of  $1000  ($8000  -  $7000),  ignoring  commissions,  providing  a 
yield  of  31.3  percent  ($1000  ■*■  $3200). 

A  very  small  price  drop  can  provide  big  profits  for  the  short-term  investor 
who  sells  short  and  uses  margin  buying  techniques.  For  example,  imagine  that 
you  sell  100  shares  of  a  $10  stock  with  a  40  percent  margin  requirement.  The 
committed  funds  amount  to  $400  (0.40  x  $1000).  Even  if  the  price  of  the  stock 
declines  by  only  $1,  you  still  earn  a  significant  profit:  100  shares  sold  at  $10 
equals  $1000,  minus  100  shares  bought  at  $9  equals  $900,  for  a  profit  of  $100 
and  a  yield  of  25  percent  ($100  ■*■  $400). 

On  the  other  hand,  almost  unlimited  losses  can  occur  if  the  price  rises  rather 
than  falls.  If  the  $10  stock  soars  to  $22,  the  loss  will  exceed  the  original  invest- 
ment: 100  shares  sold  at  $10  equals  $1000,  minus  100  shares  bought  at  $22 
equals  $2200,  for  a  loss  of  $1200  and  a  negative  yield  of  550  percent  ($2200  ■*■ 
$400).  In  addition,  when  the  price  of  a  security  rises,  short  sellers  are  subject  to 
margin  calls.  Clearly,  selling  short  and  buying  on  margin  are  techniques  to  be 
used  only  by  sophisticated  investors.* 

Trading  in  Rights 

When  corporations  raise  additional  capital  by  selling  new  shares  of  stock,  cur- 
rent stockholders  may  experience  dilution  of  their  ownership  position.  For 
example,  assume  that  Road  Runners  Shoe  Company  has  100,000  shares  of  stock 
outstanding  and  wants  to  sell  an  additional  100,000  shares.  A  stockholder  who 
owns  10,000  shares  would  see  his  or  her  ownership  in  the  company  go  from  10 
percent  (10,000  divided  by  100,000)  to  5  percent  (10,000  divided  by  200,000). 
The  bylaws  of  many  corporations  and  the  statutes  of  most  states  give  a  preemp- 
tive right  to  existing  stockholders,  which  is  the  legal  right  that  the  stockholder 
be  given  the  opportunity  to  purchase  a  proportionate  share  of  any  new  stock 
issue  so  that  he  or  she  can  maintain  a  proportionate  ownership  share.  Each  cur- 
rent stockholder  is  issued  a  right,  which  is  a  legal  instrument  to  purchase  a  num- 
ber of  shares  of  corporate  stock  at  a  specific  price  during  a  limited  time  period. 
Most  rights  lapse  after  16  days,  although  some  have  a  one-month  limit.  The 
rights  can  be  used  to  buy  shares  of  the  new  stock  offering,  or  the  holders  of  rights 
can  sell  them  to  other  investors. 

Rights  normally  allow  purchase  of  the  new  shares  at  a  price  somewhat  lower 
than  the  current  market  value  of  the  stock.  Consequently,  a  market  exists  for  the 
buying  and  selling  of  rights,  in  which  speculators  may  choose  to  participate.  A 
typical  speculative  investment  is  to  use  margin  to  buy  rights  with  the  hope  that 
the  value  of  the  stock — and  hence  the  rights — will  rise. 

For  example,  the  right  to  buy  one  share  of  the  new  Road  Runners  stock  at 
$18  is  worth  approximately  $2  if  the  current  selling  price  is  $20  ($20  -  $18  = 
$2).  If  other  investors  perceive  this  new  stock  offering  as  an  indication  that  Road 
Runners  will  be  more  profitable  in  the  future,  the  price  of  the  stock  might  rise  to 


The  short  seller  also  must  pay  the  brokerage  firm  any  dividends  paid  by  the  company  until  the 
position  is  covered.  These  dividends  are  passed  on  to  the  person  whose  stock  was  borrowed.  The 
investor  whose  stock  was  borrowed  usually  does  not  know  that  his  or  her  securities  were  used 
because  the  brokerage  firm  uses  certificates  held  in  the  name  of  the  firm — the  street  name — and 
posts  dividends  as  if  they  were  paid  by  the  company. 
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perhaps  $21  or  $22  and  the  price  of  the  right  will  follow  suit.  Imagine  that  you 
purchase  1000  rights  at  $2  each  and  put  up  only  $500  in  cash,  using  margin  for 
the  remaining  $1500.  (Special  margin  rules  exist  for  rights  transactions.)  If  the 
price  of  the  stock  rises  to  $22,  you  will  realize  a  tremendous  profit.  The  value  of 
each  right  will  have  risen  to  about  $4  ($22  -  $18),  and  it  may  be  even  higher  if 
investor  interest  remains  particularly  strong.  Selling  the  right  or  exercising  it  to 
purchase  the  shares  at  the  specified  price  will  bring  you  proceeds  of  $2000 
($4000  -  $1500  -  $500)  on  an  investment  of  only  $500.  Your  yield  of  400  per- 
cent ($2000  ■*-  $500)  will  be  realized  in  just  a  few  days  or  weeks.  You  should  real- 
ize, however,  that  the  price  of  the  stock  could  have  dropped  below  $18,  forcing 
down  the  value  of  the  right  and  possibly  resulting  in  a  total  loss  of  $2000  ($500 
invested  plus  the  $1500  borrowed)  for  the  investor. 


Using  Options  to  Profit 

An  option  is  a  contract  that  gives  the  holder  the  right  to  buy  or  sell  a  specific 
asset  at  a  predetermined  price  within  a  specified  time  period.  Markets  exist  for 
options  related  to  common  stocks,  debt  instruments,  foreign  currencies,  stock 
indexes,  and  even  unleaded  gasoline.  The  most  common  are  stock  options, 
which  are  contracts  giving  the  holder  the  right  to  buy  or  sell  a  specific  number 
of  shares  (normally  100)  of  a  certain  stock  at  a  specified  price  (the  striking  price) 
before  a  specified  date  (the  expiration  date,  typically  three  months).*  Buying 
and  selling  options  are  techniques  used  by  both  conservative  and  aggressive 
investors.  Options  are  examples  of  a  derivative,  a  financial  instrument  that  is 
based  on  the  values  of  other  financial  indicators  (such  as  interest  rates,  foreign 
exchange  rates,  commodity  prices,  or  stock  market  indexes). 

Writing  Options  Options  are  created  by  an  option  writer.  Through  a  stock  bro- 
kerage firm,  an  option  writer  issues  an  option  contract  promising  either  to  buy 
or  to  sell  a  specified  asset  for  a  fixed  striking  price;  in  return,  the  option  writer 
receives  an  option  premium  (the  price  of  the  option  itself)  for  standing  ready  to 
buy  or  sell  the  asset  at  the  wishes  of  the  option  purchaser.  Once  written  and  sold, 
an  option  may  change  hands  many  times  before  its  expiration.  The  option 
holder  is  the  person  who  actually  owns  the  option  contract.  The  original  option 
writer  always  remains  responsible  for  buying  or  selling  the  asset  if  requested  by 
the  holder  of  the  option  contract. 

Two  types  of  options  exist:  puts  and  calls.  A  call  option  is  an  option  contract 
that  gives  the  option  holder  the  right  to  buy  the  optioned  asset  from  the  option 
writer  at  the  striking  price.  A  put  option  is  an  option  contract  that  gives  the 
option  holder  the  right  to  sell  the  optioned  asset  to  the  option  writer  at  the  strik- 
ing price.  The  feature  "How  to  Make  Sense  of  Options"  illustrates  the  relation- 
ships between  option  writers  and  option  holders  for  both  puts  and  calls. 

Most  options  expire  without  being  exercised  by  the  option  holder,  and  the 
option  writer  is  the  only  person  to  earn  a  profit.  The  profit  results  from  the  pre- 
mium charged  when  the  option  was  originally  sold.  An  option  writer  can 
approach  the  market  from  the  position  of  either  a  conservative  investor  or  a 
speculative  investor. 

A  new,  longer-term  option  called  Long-term  Equity  Anticipation  Securities  (LEAPS)  is  avail- 
able for  more  than  150  stocks.  These  options  have  lives  as  long  as  two  and  one-half  years. 
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Conservative  Writers  Profit  by  Selling  Covered  Calls  Conservative  option  writ- 
ers own  the  underlying  asset  (the  stock),  and  when  they  sell  a  call,  for  example, 
it  is  described  as  a  covered  option  because  the  writer  has  an  ownership  position. 
(If  the  writer  does  not  own  the  asset,  it  is  a  naked  option,  a  speculative  posi- 
tion.) When  used  effectively  by  conservative  option  writers,  calls  can  potentially 
pick  up  an  extra  return  of  perhaps  1  to  2  percent  every  three  months. 

As  a  conservative  investor,  you  can  profit  by  selling  a  call  on  stock  already 
owned,  giving  the  buyer  the  right  to  purchase  your  shares  at  a  fixed  strike  price 
for  a  time  period.  Assume  that  you  have  1000  shares  of  ABC  stock  originally 
bought  for  $56  (total  investment  of  $56,000)  and  you  write  a  call  to  sell  the 
shares  at  a  strike  price  of  $60.  The  option  price  is  $2,  so  you  gain  an  instant  pre- 
mium of  $2000  (omitting  commissions).  Three  scenarios  are  possible: 

1.  If  the  stock  price  does  not  change  in  three  months,  the  call  expires  and,  as 
the  covered  call  writer,  you  profit  from  the  $2000  premium. 

2.  If  the  stock  price  rises  to  $65,  the  holder  exercises  the  call  and  buys  the  stock 
at  $60.  Your  profit  is  $6000  ($4000  from  appreciation  in  the  stock  price  from 
$56  to  $60,  plus  the  $2000  premium.  You  missed  out  on  potentially  greater 
profits,  however,  because  you  sold  the  stocks  at  the  striking  price  of  $60. 
Without  the  option,  you  could  have  sold  the  stock  at  $65  per  share. 

3.  If  the  stock  price  drops  to  $50,  the  buyer  of  the  call  will  not  exercise  it 
because  the  market  price  is  less  than  the  strike  price.  You  keep  the  $2000  pre- 
mium, which  cuts  your  loss  from  $6000  ($56  -  $50  =  6  x  1000)  to  $4000. 

Conservative  Investors  Reduce  Risks  by  Purchasing  Covered  Puts  Conservative 
investors  who  own  the  asset  also  use  puts  to  set  up  a  collar  to  safeguard  their 
profits,  similar  to  the  way  one  buys  collision  insurance  on  an  automobile.  Puts 


An  option  is  a  contract  that  gives  its  holder  the 
right  to  buy  or  sell  an  asset  at  a  specified  price.  The 
two  principal  players  in  the  options  game  are  the 


option  writer  and  the  option  holder.  Their  relation- 
ship may  be  summarized  as  follows: 


Option  Writer 
(gets  a  premium  for 
taking  this  position) 


If  requested  by  the  option  holder,  the 
option  writer  must  sell  the  asset  to  the 
option  holder  at  the  striking  price. 


If  requested  by  the  option  holder,  the 
option  writer  must  buy  the  asset  from  the 
option  holder  at  the  striking  price. 


Option  Holder 
(owns  the  contract) 


Can  force  the  option  writer  to  sell  him 
or  her  the  asset  at  the  striking  price,  or 
may  sell  the  option  through  an  options 
market,  or  may  let  the  option  expire. 


Can  force  the  option  writer  to  buy  the  asset 
from  him  or  her  at  the  striking  price,  or 
may  sell  the  option  through  an  options 
market,  or  may  let  the  option  expire. 
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allow  the  holder  of  the  contract  to  sell  an  asset  at  a  specific  striking  price  for  a 
certain  time  period,  commonly  three  months.  For  example,  if  you  own  1000 
shares  of  ABC  stock  originally  purchased  at  $56  per  share  (total  investment  of 
$56,000),  you  hope  that  the  market  price  of  the  stock  will  go  up.  If  it  goes  down 
instead,  you  may  suffer  a  loss.  To  reduce  this  risk,  you  could  buy  a  put  for  1000 
shares  at  a  striking  price  close  to  the  purchase  price  of  the  stock — for  example, 
$52.  The  total  price  of  the  option  contract  might  be  $2000  ($2  per  share).  Three 
scenarios  are  possible: 

1.  If  the  stock  price  does  not  change  in  three  months,  the  put  expires,  and  you 
are  out  only  the  $2000. 

2.  If  the  stock  price  rises  to  $65,  you  allow  the  put  to  expire  because  it  is  greater 
than  the  striking  price,  and  again  you  are  out  only  the  $2000.  Alternatively, 
you  could  sell  your  shares  at  $65  and  realize  a  profit  of  $7000  ($65  x  1000  = 
$65,000  -  $56,000  -  $2000). 

3.  If  the  stock  price  drops  to  $50,  you  would  exercise  the  put  and  sell  your  stock 
at  the  striking  price  of  $52,  thereby  hedging  your  loss  from  $6000  ($56  - 
$50  =  $6  x  1000)  to  $4000  ($56  -  $52  =  $4  x  1000). 

Thus,  conservative  investors  might  buy  put  options  for  protection  against  severe 
price  declines. 

Speculative  Investors  Try  to  Profit  with  Options  Aggressive  investors  speculat- 
ing in  the  options  markets  attempt  to  profit  in  two  ways:  (1)  Because  a  market 
typically  exists  for  each  security  for  a  period  of  three  months,  the  investor  can 
hope  for  an  increase  in  the  value  of  the  option.  For  example,  if  the  price  of  a 
stock  is  rising,  a  holder  of  a  call  option  might  sell  it  to  another  investor  for  a 
higher  price  than  that  originally  paid.  (2)  The  investor  can  exercise  the  option  at 
the  striking  price,  take  ownership  of  the  underlying  securities,  and  sell  them  at 
a  profit. 

Aggressive  investors  take  a  particularly  speculative  position  when  they  do 
not  own  the  underlying  asset,  as  when  they  buy  naked  options  or  sell  naked 
puts.  Option  traders  can  suffer  considerable  losses,  however.  For  example,  the 
holder  of  a  call  may  be  forced  to  take  a  loss  when  the  market  price  of  the 
optioned  asset  rises  above  the  striking  price  instead  of  declining.  The  investor 
would  then  be  forced  to  buy  the  asset  at  its  current  price  and  then  sell  it  at  the 
lower  striking  price.  Conversely,  the  writer  of  a  put  may  take  a  loss  when  the 
market  price  of  an  optioned  asset  drops  below  the  striking  price.  The  writer 
would  be  forced  to  buy  the  asset  from  the  option  holder  at  a  price  higher  than 
the  market  price.  Clearly,  writing  naked  options  is  a  highly  speculative  activity. 

Options  Markets  The  actual  buying  and  selling  of  stock  options  and  other 
forms  of  options  take  place  in  five  major  options  markets:  the  Chicago  Board 
Options  Exchange  (CBOE),  which  is  the  largest  of  these  markets;  the  American 
Stock  Exchange  (AMEX);  the  New  York  Stock  Exchange  (NYSE);  the  Philadelphia 
Exchange;  and  the  Pacific  Exchange.  Even  though  these  markets  are  dominated 
by  professionals,  data  from  the  Securities  and  Exchange  Commission  reveal  that 
four  out  of  every  five  option  traders  lose  money. 

In  reality,  option  holders  rarely  buy  or  sell  the  underlying  assets.  Instead, 
they  simply  buy  and  sell  the  options.  The  market  price  of  calls  goes  down  when 
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the  market  price  of  the  underlying  asset  declines;  it  rises,  in  turn,  when  the  mar- 
ket price  of  the  underlying  asset  goes  up.  The  market  price  of  puts  goes  down 
when  the  market  price  of  the  underlying  asset  climbs;  it  goes  up  when  the  mar- 
ket price  of  the  underlying  asset  declines.  As  the  option  nears  expiration,  its 
value  tends  to  fall.  In  fact,  more  than  90  percent  of  all  options  are  worthless 
when  they  expire.  This  fact  should  not  be  of  grave  concern,  however,  because 
speculator-trader  profits  are  based  on  rises  and  declines  in  the  market  prices  of 
the  options  rather  than  the  expiration  value  of  the  options.  The  various  classes 
of  options  (stock  options,  stock-index  options,  and  so  forth)  each  have  specified 
expiration  dates — usually  at  the  close  of  the  market  on  the  third  Friday  of  spec- 
ified months. 

Buying  Calls  Why  would  someone  want  to  buy  calls  from  a  writer  or  holder? 
Remember  that  calls  simply  allow  the  holder  of  the  contract  to  buy  an  asset  at  a 
specified  price.  The  lure  of  a  call  is  that  the  option  holder  can  control  a  relatively 
large  asset  with  a  small  amount  of  capital  for  a  specified  period  of  time.  If  the 
market  price  of  the  asset  rises  to  exceed  the  striking  price  plus  the  premium,  the 
holder  could  make  a  substantial  profit.  For  example,  Connie  Kratzer,  a  bank 
examiner  from  Kalamazoo,  Michigan,  bought  a  stock  option  call  on  Xerox  In 
March,  when  the  stock  was  selling  for  $55  per  share.  The  striking  price  is  $60, 


I 


HOW 


t  o  . . . 


Calculate  Break-Even  Prices  for  Option  Contracts 


Investors  need  to  know  the  break-even  price  for 
options  contracts.  At  this  price,  the  cost  of  a  con- 
tract is  negated  by  a  profit  (or  the  cost  is  reduced 
by  hedging  a  loss).  The  break-even  price  for  options 
contracts  are  calculated  according  to  Equations 
(17.2)  and  (17.3).  If  the  striking  price  on  a  put 
option  contract  were  $52  and  the  option  contract 
cost  $2000  and  provided  for  the  control  of  1000 


shares  of  stock,  the  break-even  price  of  a  share  of 
the  stock  would  be  $50,  as  the  calculation  below 
shows. 

If  the  striking  price  on  a  call  were  $60  and  the 
option  contract  cost  $200  and  provided  for  the 
control  of  100  shares  of  stock,  the  break-even  price 
of  a  share  of  the  stock  would  be  $62.  Both  formulas 
appear  on  the  Garman/Forgne  Web  site. 


Break-even  price  on  puts     = 


striking  price   - 
$2000 


=     $52  - 


$1000 


contract  cost 


number  of  shares  under  control 


(17.2) 


=     $50 


Break-even  price  on  calls     = 


striking  price   + 
$200 


=     $60   + 


1100 


contract  cost 


number  of  shares  under  control 


(17.3) 


$62 
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the  expiration  date  is  the  third  Friday  in  March,  and  the  price  (premium)  of  the 
call  is  $2  per  share.  Thus,  the  option  contract  cost  $200  ($2  x  100  shares  under 
her  control).  Connie  hopes  that  the  per-share  price  for  Xerox  will  rise.  She 
prefers  not  to  buy  the  stock  outright  because  100  shares  of  Xerox  would  cost  her 
a  great  deal  more— $5500  ($55  x  100). 

For  Connie  to  break  even  on  the  call  option  deal,  the  price  of  Xerox  shares 
must  rise  to  $62  before  the  call  expires,  as  shown  in  Equation  (17.3).  If  Connie 
exercises  the  call  option,  she  can  buy  the  stock  at  $60  from  the  option  writer  and 
sell  it  on  the  market  for  the  current  market  price  of  $62  (ignoring  commissions). 
In  this  instance,  she  earns  $2  per  share  ($62  -  $60),  which  offsets  the  $2  per 
share  purchase  price  of  the  option.  If  the  price  of  Xerox  stock  rises  to  $65,  Con- 
nie would  make  a  $3  profit  per  share  on  the  stock,  for  a  total  profit  of  $300. 
Based  on  her  $200  investment,  this  gain  amounts  to  a  150  percent  yield 
($300  -*■  $200)  earned  over  a  short  period.  On  the  other  hand,  if  the  Xerox  stock 
price  fails  to  reach  $60  by  late  March,  Connie's  $200  in  calls  will  expire  with  no 
value  at  all  and  she  will  lose  her  entire  investment. 

Selling  Options  You  would  want  to  sell  a  put  or  a  call  when  its  market  price  has 
risen  sufficiently  due  to  changes  in  the  market  price  of  the  underlying  asset  to 
ensure  a  profit.  Alternatively,  you  might  sell  an  option  if  its  market  price  is  drop- 
ping to  prevent  further  losses. 


Did  You 


KNOW 


The  Advantages  and  Disadvantages 
of  Speculative  Investments 


You  can  begin  speculative  investing  with  a  rela- 
tively small  amount  of  capital,  perhaps  only  $300 
to  $500.  Sellers  of  speculative  investment  opportu- 
nities rarely  screen  customers  to  be  sure  that  they 
can  afford  to  take  the  risk.  While  you  make  the 
decision  as  to  whether  you  should  become  involved 
in  speculative  investments,  the  prudent  investor 
limits  speculative  investments  to  less  than  10  per- 
cent of  his  or  her  total  investment  portfolio. 

People  who  pursue  speculative  investments 
need  even  temperaments  and  strong  stomachs.  The 
high  rewards  fr^m  many  speculative  investments 
frequently  represent  the  profits  garnered  during 
short-term  market  fluctuations.  The  speculator 
must  typically  act  in  a  matter  of  hours,  days,  or 
weeks  (rather  than  years)  and  must  have  a  consider- 


able amount  of  investment  knowledge.  To  succeed 
in  any  area  of  investing,  you  must  perform  careful 
research  and  make  intelligent  decisions.  To  succeed 
in  speculative  investing,  however,  you  need  to  stay 
constantly  alert  to  any  developments,  become  thor- 
oughly familiar  with  the  intricacies  of  each  type  of 
investment,  utilize  expert  resources  (such  as  a  bro- 
kerage firm)  that  provides  specialized  information 
in  your  desired  type  of  investment,  and  act  deci- 
sively to  ensure  profits  and  cut  losses. 

In  most  areas  of  speculative  investment,  losers 
outnumber  winners  by  three  or  four  to  one. 
Depending  on  your  own  investment  philosophy, 
you  may  want  to  rule  out  high-risk  investments 
entirely,  consider  speculative  risks  on  an  occasional 
basis,  or  seek  out  such  opportunities  regularly. 
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Trading  in  Futures  Contracts 

Investors  can  profit  from  increases  or  decreases  in  the  prices  of  various  com- 
modities and  commercial  products  by  buying  and  selling  futures  contracts.  A 
future  is  a  type  of  forward  contract  that  is  standardized  (usually  in  terms  of  size 
of  contract,  quality  of  product  to  be  delivered,  and  delivery  date)  and  traded  on 
an  organized  exchange.  Futures  contracts  usually  focus  on  certain  agricultural 
and  mining  products.  Organized  securities  markets  include  the  Chicago  Mercan- 
tile Exchange  (trading  commodities  such  as  pigs,  pork  bellies,  eggs,  potatoes,  and 
cattle);  the  Chicago  Board  of  Trade  (corn,  wheat,  soybeans,  soybean  oil,  oats,  sil- 
ver, and  plywood);  the  New  York  Coffee  and  Sugar  Exchange;  the  New  York  Cocoa 
Exchange;  the  International  Monetary  Market,  which  is  part  of  the  Chicago  Mer- 
cantile Exchange  (foreign  currencies  and  U.S.  Treasury  bills);  the  New  York  Com- 
modity Exchange  (gold  and  silver);  and  the  New  York  Mercantile  Exchange 
(platinum).  Stock  futures  are  also  traded  on  the  New  York  Futures  Exchange;  in 
this  case,  the  "commodity"  is  S&P's  500  or  the  index  of  another  exchange. 
Futures  are  an  example  of  investing  in  a  derivitive. 

An  economic  need  creates  futures  markets.  For  example,  a  farmer  planting  a 
10,000-bushel  soybean  crop  might  want  to  sell  part  of  it  now  to  ensure  a  certain 
price  is  received  when  the  crop  is  actually  harvested.  Similarly,  a  food-processing 
company  might  want  to  purchase  corn  or  wheat  now  to  protect  itself  against 
sharp  price  increases  in  the  future.  An  orange  juice  manufacturer  might  want  to 
lock  in  a  certain  supply  of  oranges  at  a  definite  price  now  rather  than  run  the  risk 
that  a  winter  freeze  might  push  up  prices.  The  speculator  who  buys  (or  sells)  a 
commodity  contract  is  hoping  that  the  market  price  of  the  commodity  will  rise 
(or  fall)  before  the  contract  matures,  usually  three  to  18  months  after  it  is  written. 

Aggressive  investors  seek  out  futures  because  of  the  potential  for  extremely 
high  profits.  Depending  on  the  commodity,  the  volatility  of  the  market,  and  the 
brokerage  house  requirements,  the  investor  can  put  up  as  little  as  5  to  15  percent 
of  the  total  value  of  the  contract.  Some  contracts  require  a  deposit  of  only  $300. 
Commissions  average  about  $20  for  each  purchase  and  sale.  To  illustrate  the  use 
of  leverage  in  buying  futures  contracts,  assume  that  Sharon  Laux,  a  scuba-diving 
instructor  from  the  U.S.  Virgin  Islands,  purchases  a  wheat  contract  for  5000 
bushels  at  $3.80  per  bushel  in  July.  The  contract  value  is  $19,000  ($3.80  x  5000), 
but  Sharon  puts  up  only  $2500.  Each  $0.01  increase  in  the  price  of  wheat  repre- 
sents a  total  of  $50  to  her  ($0.01  x  5000).  If  the  price  rises  $0.50,  to  reach  $4.30, 
by  late  July,  Sharon  will  make  $2500  ($0.50  x  5000  bushels)  and  double  her 
investment.  In  essence,  she  could  buy  the  wheat  for  $3.80  per  bushel  (as  stipu- 
lated in  the  contract)  rather  than  the  market  price  of  $4.30  in  late  July.  Of  course, 
as  a  speculator,  Sharon  does  not  actually  want  the  wheat.  On  the  other  hand,  she 
certainly  could  find  a  flour  mill  to  buy  her  futures  contract. 

The  potential  for  loss  exists,  too.  If  the  price  drops  $0.50  to  reach  $3.30, 
Sharon  would  lose  $2500.  If  the  price  declines,  the  broker  will  make  a  margin 
call  and  ask  Sharon  to  provide  more  money  to  back  up  the  contract.  If  Sharon 
does  not  have  these  additional  funds,  the  broker  can  legally  sell  Sharon's  con- 
tract and  "close  out"  the  position,  which  results  in  a  true  cash  loss  for  Sharon. 
Because  of  the  risks  involved,  most  brokerage  houses  require  their  futures  cus- 
tomers to  have  a  minimum  net  worth  of  $50,000  to  $75,000,  exclusive  of  home 
and  life  insurance. 
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1  Did  You 

Approximate  Rates  of  Return  on 

AltPirnntivp  I ni/^cfm^nfc 

|KN0W| 
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Yields  on  investments  vary  from 
year  to  year.  Listed  at  right  are  the 

Type  of  Asset 

Annual  Rate  of  Return  (%) 

approximate  returns  for  several 

S&P  500 

12.9 

investments  over  the  past  decade. 

Small  capitalization  stocks 

14.5 

U.S.Treasury  long-term  bonds 

5.0 

U.S.Treasury  intermediate  bonds 

5.7 

Corporate  long-term  bonds 

5.8 

Corporate  junk  bonds 

6.8 

Residential  housing 

6.0 

Commercial  real  estate 

7.0 

Gold 

5.0 

Silver 

4.8 

Art 

8.6 

Consumer  price  index 

3.7 

Sources:  Authors' estimates  based  on  orig 

nal  data  from  Art  Market  Research,  Ibbot- 

son  Associates,  Lehman  Brothers,  Morgan  Stanley  Research,  National  Association  of 

Realtors,  T.  Rowe  Price,  Salomon  Brothers,  and  the  Wall  Street  Journal. 

In  each  commodity  transaction,  a  winner  and  a  loser  will  emerge.  A  buyer  of 
a  futures  contract  benefits  if  the  price  of  the  commodity  increases,  but  the  seller 
suffers.  When  prices  decline,  the  reverse  is  true.  Thus,  futures  trading  is  a  zero- 
sum  game.  An  estimated  90  percent  of  investors  in  the  futures  market  lose 
money;  5  percent  (mostly  the  professionals)  make  good  profits  from  the  losers; 
and  the  remaining  5  percent  break  even. 


wM     Describe  the  speculative 
aspects  of  tangible  invest- 
ments. 


Speculation  with  Tangible  Investments 


Tangible  investments  are  physical  items  that  are  owned  primarily  for  their 
investment  value.  They  are  often  speculative  in  nature.  Two  tangible  invest- 
ments are  discussed  in  the  following  sections:  (1)  precious  metals  and  (2)  col- 
lectibles. 


Precious  Metals 

Gold,  silver,  and  platinum  are  precious  metals  much  in  demand  worldwide.  Sil- 
ver and  platinum,  unlike  gold,  have  numerous  industrial  uses.  Many  people 
around  the  world  invest  in  precious  metals  to  preserve  capital  in  difficult  eco- 
nomic times,  reasoning  that  if  their  national  economies  experience  difficulty, 
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they  will  still  be  able  to  trade  gold  even  if  the  paper  money  is  devalued.  Using  a 
similar  rationale,  some  people  in  the  United  States  invest  5  or  10  percent  of  their 
investment  portfolio  in  precious  metals  as  a  hedge  against  political,  military,  and 
economic  uncertainty. 

The  prices  of  precious  metals  tend  to  increase  in  times  of  economic  and  polit- 
ical turmoil,  especially  when  inflation  is  high.  Fluctuating  demand  for  precious 
metals  also  affects  the  market  values.  For  example,  in  a  recent  three-month 
period,  the  price  of  gold  rose  from  $375  to  $430  per  ounce,  before  settling 
around  $400.  Speculators  can  earn  high  profits  on  such  sharp  price  swings  that 
occur  over  a  period  of  months  or  weeks. 

Precious  metals  pay  no  dividends.  Furthermore,  only  the  wealthy  can  afford 
to  buy  the  actual  product,  which  is  referred  to  as  bullion.  Because  gold  bullion 
must  be  purchased  in  minimum  amounts  of  100  troy  ounces  (slightly  more  than 
8  pounds),  an  investor  may  need  $40,000  or  more  for  an  initial  outlay.  Investors 
interested  in  smaller  quantities  turn  to  other  ways  of  owning  precious  metal 
investments:  coins,  certificates,  companies  that  mine  metals,  and  metals  futures. 
Bags  of  silver  coins  are  sold  on  the  New  York  Mercantile  Exchange.  Gold  coins 
are  generally  available  in  minimum  lots  of  five,  although  some  banks  will  sell 
smaller  amounts  and,  naturally,  charge  higher  commissions.  Gold  coins  that  are 
easy  to  trade  include  the  American  "Eagle,"  the  Canadian  "Maple  Leaf,"  and  the 
South  African  "Krugerrand";  silver  coins  include  the  American  "Eagle"  silver  dol- 
lar. Some  banks  sell  gold  certificates,  which  provide  evidence  of  ownership  of 
small  amounts  of  gold  kept  by  the  institution  for  safety;  of  course,  these  banks 
charge  commissions  and  storage  fees. 

Stocks  of  gold-,  silver-,  and  platinum-mining  companies  have  offered  mixed 
returns  in  recent  years.  Such  stocks  are  risky,  but  most  pay  small  dividends, 
unlike  the  actual  metals.  The  stocks  also  have  a  daily  liquidity  by  wire  or  mail. 
Gold  and  silver  futures  contracts  are  available  as  well. 

Numerous  scams  exist  in  the  area  of  precious  metals.  These  frauds  inevitably 
start  with  salespersons  calling  future  victims  to  urge  them  to  invest  in  precious 
metals  and  telling  tales  about  skyrocketing  prices  and  high  profit  potentials. 

Collectibles 

Collectibles  are  cultural  artifacts  that  have  value  because  of  their  beauty,  age, 
scarcity,  or  simply  popularity.  Buying  collectibles  as  investments  can  also 
become  a  relaxing  hobby.  Many  collectibles  are  not  particularly  liquid,  such  as 
stamps,  art,  rare  coins,  antique  cars,  baseball  cards,  matchbooks,  and  other  items 
thought  to  have  value.  Yet,  stamps,  art,  and  rare  coins  are  collectibles  with  a  siz- 
able resale  market.  Like  all  tangible  investments,  the  only  return  on  collectibles 
is  through  price  appreciation,  and  you  must  sell  to  realize  a  profit. 

Stamps  More  than  30  million  people  in  the  United  States  engage  in  philately — 
the  collection  and  study  of  stamps,  envelopes,  and  similar  material.  You  may 
have  heard  of  the  rare  and  valuable  24c  1918  "inverted  Jenny"  U.S.  airmail 
stamp  that  was  printed  upside  down  or  the  $1.60  brown  Graf  Zeppelin  issue, 
which  soared  to  a  value  of  $10,000  for  a  very  fine  mint  set  of  three.  Recently,  the 
1918  stamp  was  valued  at  more  than  $30,000,  but  the  price  of  the  Graf  Zeppelin 
had  slipped  to  $3000,  reflecting  changes  in  collector  demand  for  each. 
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Any  hobbyist  needs  to  attain  a  high  level  of  expertise  before  seriously  con- 
sidering stamps  as  an  investment.  Forgeries  abound  among  unscrupulous 
traders.  The  wise  buyer  should  deal  with  only  the  most  reputable  sellers,  diver- 
sify stamp  holdings,  and  purchase  rare  stamps  of  only  the  highest  quality. 

Rare  Coins  A  numismatist  collects  coins,  medallions,  and  selected  commemo- 
ratives.  As  with  other  collectibles,  values  of  some  of  these  assets  do  increase.  An 
uncirculated,  high-quality  1829  Indian  cent  with  large  letters  bought  in  1948  for 
$11,  for  example,  has  increased  in  value  by  more  than  2500  percent,  because  its 
price  has  risen  to  S300.  The  values  of  many  other  coins  have  risen  by  more  than 
10  or  15  percent  per  year  in  the  past  decade. 

In  all  cases,  the  rarer  the  coin  and  the  higher  the  quality,  the  better  the  price 
and  the  greater  the  likelihood  of  appreciation.  A  "type"  collection  includes  one 
coin  for  each  year  of  a  specific  coin  design  made  over  a  period  of  years.  A  type- 
coin  collection  could  focus  on  such  issues  as  Morgan  dollars  minted  between 
1878  and  1921,  Liberty  walking  half-dollars  minted  between  1907  and  1964,  and 
Buffalo  nickels  minted  between  1923  and  1956.  The  value  of  a  complete  type  set 
is  always  higher  than  that  of  the  same  coins  on  an  individual  basis.  Investors  in 
rare  coins  should  deal  only  with  reputable  sellers,  obtain  a  written  guarantee  of 
genuineness  from  the  dealer  or  auctioneer,  and  seek  another  professional  opin- 
ion to  corroborate  the  grade  and  value  of  rare  coins. 


Did  You 


KNOW 


When  to  Sell  Speculative  Investments 


The  following  suggestions  relate  to  when  to  sell 
speculative  investments. 

Act  when  investment  targets  are  reached. 

You  should  set  investment  targets  for  gains  and 
losses,  and  always  take  actions  to  stick  with  these 
goals.  For  example,  a  purchaser  of  warrants  might 
decide  to  sell  when  profits  reach  30  percent  or 
when  losses  reach  20  percent. 

Cut  losses  short. 

You  should  cut  losses  short  by  graciously  and  faith- 
fully accepting  losses  when  they  occur.  For  exam- 
ple, an  option  you  purchased  at  3  that  has  now 
declined  to  2  has  caused  you  to  lose  33!/3  percent. 
If  you  had  earlier  decided  to  sell  when  losses 
reached  20  percent,  the  time  to  sell  is  now  (or  an 
hour  ago). 


Be  patient. 

You  need  to  be  patient  before  selling  tangible  assets 
such  as  rare  coins,  stamps,  art,  and  diamonds.  The 
high  sales  commission  costs  on  these  assets  can  off- 
set most  of  the  paper  gain  achieved  in  a  year  or 
two.  Such  assets  usually  should  be  held  at  least  five 
years  for  maximum  appreciation. 

Use  contrarianism. 

Consider  practicing  contrarianism.  This  invest- 
ment approach  suggests  that  once  the  general  pub- 
lic has  seized  on  an  idea,  its  usefulness  is  over  and 
the  wise  investor  should  take  the  opposite  action. 
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Baseball  Cards  About  20  million  people  collect  and  trade  baseball  cards.  A 
Mickey  Mantle  card  that  once  was  enclosed  in  a  bubble  gum  package  40  years 
ago,  for  example,  may  now  be  worth  hundreds  of  dollars.  As  with  the  stamp  and 
coin  markets,  amateurs  often  do  not  get  their  money's  worth  when  making  pur- 
chases, however. 


Summary 

1.  Speculative  investments  involve  considerable 
risk  in  exchange  for  the  chance  of  large 
gains.  Thus,  funds  used  for  speculative  pur- 
poses should  be  only  those  that  one  can 
afford  to  lose. 

2.  People  invest  in  real  estate  to  maximize 
after-tax  returns  and  to  experience  the  four 
advantages  of  real  estate  investing:  the  possi- 
bility of  a  positive  cash  flow,  the  potential 
for  price  appreciation,  the  availability  of 
leverage,  and  special  tax  treatments  that  can 
enhance  profits.  Disadvantages  of  real  estate 
investing  include  the  effort  and  cost  of  buy- 
ing a  real  estate  investment,  the  frequent 
need  to  actively  manage  the  investment,  and 
difficulties  and  costs  associated  with  selling 
the  property. 

3.  You  can  determine  the  value  of,  or  the  price 
to  pay  for,  a  selected  piece  of  real  estate 
property  using  the  discounted  cash  flow 
method. 

4.  Types  of  direct  ownership  investment  in  real 
estate  include  raw  land  and  residential  lots, 
income-producing  properties,  second  or  vaca- 
tion homes,  time  sharing,  and  interval  own- 
ership. Examples  of  indirect  ownership 
include  real  estate  investment  trusts  (REITs) 
and  limited  partnerships. 

5.  Investors  should  consider  selling  investments 
when  they  have  achieved  their  target  for 
gains  or  to  cut  losses  short. 

6.  Buying  on  margin  and  short  selling  are  spec- 
ulative ways  of  investing  in  securities  mar- 
kets. Rights  have  an  intrinsic  financial  value 
and,  if  bought  on  margin,  can  represent  a 
highly  speculative  investment.  The  specula- 
tive investor  can  profit  in  both  buying  and 


selling  stock  options,  although  buying  puts 
can  be  a  conservative  move.  Profit  can  be 
made  in  the  volatile  area  of  futures  contracts 
based  on  increases  or  decreases  in  the  prices 
of  various  commodities. 

7.  Tangible  investments  are  usually  speculative 
investments.  The  prices  of  precious  metals — 
such  as  gold,  silver,  and  platinum — tend  to 
increase  in  times  of  economic,  military,  and 
political  turmoil,  especially  if  inflation  rises 
quickly.  Buying  collectibles — such  as  stamps, 
rare  coins,  and  baseball  cards — can  provide  a 
hobby  as  well  as  investment  benefits. 
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Questions  for  Thought  &  Discussion 

1.  Briefly  explain  three  advantages  to  investing 
in  real  estate. 

2.  Explain  the  difference  between  capital 
improvements  and  repairs,  and  give  exam- 
ples of  each. 

3.  Explain  how  leverage  can  help  a  real  estate 
investor. 

4.  Describe  how  a  negative  cash  flow  can  occur 
in  a  real  estate  investment.  Explain  why  a 
real  estate  investment  can  be  successful 
while  simultaneously  having  a  negative  cash 
flow. 

5.  Summarize  how  depreciation  and  interest 
costs  can  help  the  real  estate  investor. 

6.  Describe  a  circumstance  in  which  a  real 
estate  investor  might  undertake  a  tax-free 
exchange  with  another  real  estate  investor. 

7.  Cite  five  disadvantages  to  investing  in  real 
estate. 

8.  What  distinguishes  speculative  from  other 
investments? 

9.  Describe  the  elements  that  make  the  dis- 
counted cash-flow  method  of  estimating  the 
value  of  a  real  estate  property  effective. 

10.  Distinguish  between  a  right-to-use  purchase 
and  an  interval-ownership  purchase  of  vaca- 
tion property. 

11.  Explain  the  difference  between  limited  and 
general  partners  in  a  limited  partnership. 

12.  Describe  two  situations  in  which  the  conser- 
vative real  estate  investor  might  seriously 
consider  selling  a  real  estate  investment. 

13.  What  are  the  benefits  of  using  a  margin 
account  when  investing? 

14.  What  are  the  potential  negative  impacts  of  a 
margin  call? 

15.  Describe  how  money  can  be  made  by  the 
trading  technique  called  selling  short. 

16.  Which  two  options  are  available  to  the 
holder  of  a  right? 

17.  Identify  the  risks  of  writing  a  naked  option. 


18.  Distinguish  between  a  put  and  a  call. 

19.  How  are  put  options  used  as  a  conservative 
investment  strategy? 

20.  What  is  a  futures  contract?  Give  examples  of 
the  types  of  commodities  that  are  traded 
with  such  a  contract. 

21.  Why  is  investing  in  futures  contracts  a  spec- 
ulative investment? 

22.  Distinguish  between  intangible  and  tangible 
investments. 

23.  How  is  money  made  from  an  investment  in 
precious  metals? 

24.  What  are  the  major  forms  of  investment  in 
collectibles? 

25.  List  two  criteria  to  use  as  guidelines  when 
considering  selling  speculative  investments. 


DECISION-MAKING  CASES 


Case  1    A  Florist  Takes  Up  Speculation 

Ruth  Hayden,  a  florist  from  St.  Paul,  Minnesota, 
has  a  house  with  a  small  mortgage,  a  good  life 
insurance  plan  for  herself  and  her  two  children, 
and  several  thousand  dollars  in  secure  savings 
accounts.  She  recently  inherited  more  than 
$90,000  in  cash  from  a  relative.  In  addition,  Ruth 
inherited  stocks  and  bonds  worth  more  than 
$100,000  that  bring  her  about  $1000  per  month  in 
extra  earnings.  An  annuity  guarantees  her  a 
monthly  income  of  $1800  until  her  death.  Ruth 
has  talked  to  an  investment  counselor  about  mak- 
ing some  speculative  investments.  Because  she  has 
a  steady  income,  she  feels  she  can  absorb  any 
losses  without  detriment  to  herself  or  her  children. 

(a)  Considering  the  information  given,  do  you 
feel  that  Ruth  is  in  a  position  to  make  specu- 
lative investments? 

(b)  What  precautions  should  Ruth  take  before 
making  speculative  investments? 

(c)  Assuming  that  Ruth  knows  little  about  spec- 
ulative investments,  advise  her  as  to  the 
most  important  positive  and  negative  fea- 
tures of  the  major  speculative  investments 
available  today. 
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(d)  Ruth  can't  understand  why  she  should  pay 
$250  to  borrow  money  for  investments, 
when  she  clearly  has  adequate  funds  avail- 
able. Explain  why  buying  100  shares  of  stock 
for  $50  per  share  and  selling  it  at  $65  per 
share  offers  less  return  than  the  same  deal 
purchased  at  a  40  percent  margin.  Ignore 
commissions,  and  show  your  calculations  in 
tabular  form  like  that  of  Table  17.4. 

(e)  Ruth  was  also  puzzled  because  a  friend  was 
elated  that  the  price  of  a  stock  had  fallen  in 
a  short-selling  deal.  Ruth  thought  a  good 
deal  required  that  the  stock  price  rise.  Help 
Ruth  understand  how  short  selling  works. 


Financial  Math  Questions 

1.  Gerald  Fitzpatrick,  an  electrician  from  Scran- 
ton,  Pennsylvania,  is  interested  in  the  num- 
bers of  real  estate  investments.  He  has 
reviewed  the  figures  in  Table  17.2  and  is 
impressed  with  the  potential  7.4  percent 
yield  after  taxes.  Gerald  is  in  the  15  percent 
marginal  tax  bracket.  Answer  the  following 
questions  to  help  guide  his  investment  deci- 
sions: 

(a)  Substitute  Gerald's  15  percent  marginal 
tax  bracket  in  Table  17.2  and  calculate 
the  taxable  income,  return  after  taxes, 
and  yield  after  taxes. 

(b)  Why  does  real  estate  appear  to  be  a  favor- 
able investment  for  Gerald? 

(c)  As  the  IRS  allows  only  so  much  for  depre- 
ciation expense,  what  other  two  factors 
might  be  changed  in  Table  17.2  to 
increase  Gerald's  yield? 

(d)  Calculate  the  yield  after  taxes  for  Gerald, 
assuming  that  he  bought  the  property 
and  financed  it  with  a  $64,000,  8  percent 
mortgage  with  annual  interest  costs  of 
$5500. 

2.  Donna  Ramirez,  a  caterer  from  Winslow,  Ari- 
zona, is  considering  buying  a  vacation  con- 
dominium apartment  for  $165,000  in  Park 
City,  Utah.  Donna  hopes  to  rent  the  condo 


to  others  to  keep  her  costs  down.  Respond  to 
the  following  questions  to  help  Donna  with 
her  decisions: 

(a)  If  Donna's  monthly  payments  are 
$1090— of  which  $890  goes  for  interest, 
$90  for  principal,  $70  for  property  taxes, 
and  $40  for  homeowner's  insurance — 
plus  another  $40  for  the  monthly  home- 
owner's association  fee,  which  of  these 
costs  will  be  tax-deductible?  List  the  costs 
and  total  on  an  annualized  basis. 

(b)  If  Donna  is  in  the  28  percent  marginal 
tax  bracket,  how  much  less  in  taxes  will 
she  pay  if  she  buys  this  condo? 

(c)  Given  that  she  would  like  to  personally 
use  the  condo  for  vacations  amounting 
to  ten  to  12  days  per  year,  how  many 
days  will  Donna  have  to  rent  it  out 
before  she  would  become  eligible  to 
deduct  rental  losses  from  her  taxes? 

(d)  Because  Park  City  is  mostly  a  winter  ski 
resort  and  few  condo  renters  can  be 
found  in  the  off  season,  Donna  is  con- 
cerned about  qualifying  to  deduct  rental 
losses.  Assuming  she  could  rent  the 
condo  for  $120  per  day,  describe  the  IRS- 
approved  rental  alternative  she  could  use 
to  generate  income.  Calculate  the  maxi- 
mum amount  of  money  Donna  could 
obtain  using  that  plan. 

(e)  Figure  Donna's  annual  net  out-of-pocket 
cost  to  buy  the  condominium  and  rent  it 
out  minimally  for  tax-free  income.  Start 
with  her  $10,680  annual  cost  for  monthly 
payments  of  $890  and  homeowner's  asso- 
ciation fees  of  $40  per  month.  Next, 
deduct  the  savings  on  income  taxes  as 
well  as  the  presumed  rental  for  14  days. 

(f)  Using  the  figure  derived  in  part  (e),  what 
would  Donna's  out-of-pocket  cost  per  day 
be  to  use  the  condo  herself  if  she  stayed 
there  ten  days  each  year?  Fifteen  days 
each  year? 

John  Lewis,  a  health  manager  from  Toledo, 
Ohio,  wants  to  buy  100  shares  of  DEF  Com- 
pany stock  on  margin.  Assume  that  the  mar- 
gin requirement  is  50  percent,  DEF  stock  sells 
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for  $40  per  share,  and  commissions  are 
ignored. 

(a)  How  much  can  John  borrow? 

(b)  If  the  interest  rate  is  10  percent  per  year 
compounded  annually,  how  much  inter- 
est will  John  pay  if  he  keeps  the  position 
open  for  one  year? 

(c)  If  John  sells  the  stock  at  the  end  of  the 
year  for  $30  per  share,  how  much  money 
will  he  lose,  expressed  both  in  dollars 
and  as  a  percentage  of  the  amount  he 
invested? 

(d)  If  John  sells  the  stock  for  $50  per  share  at 
the  end  of  one  year,  what  is  the  amount 
of  his  gain,  expressed  both  in  dollars  and 
as  a  percentage  of  the  amount  he 
invested? 

4.   Cecilia  Alvarez,  a  physical  therapist  from 
Miami,  Florida,  wants  to  sell  100  shares  of 
XYZ  Company  stock  short  because  she  feels 
the  price  will  decline  during  the  next  month. 
The  XYZ  stock  currently  sells  at  $30  per 
share.  Assume  that  the  margin  rate  is  50  per- 
cent and  ignore  commissions. 

(a)  How  much  will  the  brokerage  firm  hold 
in  the  short  sale  account? 

(b)  If  Cecilia  closes  the  position  in  one 
month  with  the  stock  priced  at  $40  per 
share,  how  much  will  she  lose,  expressed 
both  in  dollars  and  as  a  percentage  of  the 
amount  she  invested? 

(c)  If  Cecilia's  forecast  is  right  and  the  price 
drops  to  $25  per  share,  how  much  will 
she  gain,  expressed  both  in  dollars  and  as 
a  percentage  of  the  amount  she  invested? 


'0/Vf  Y  MATTERS:  LIFE-CYCLE  CASE 


Victor  and  Maria  Consider  Hedging 
an  Investment  with  Puts 

Victor  and  Maria  Hernandez  recently  invested  in 
200  shares  of  Pharmacia  &  Upjohn  Pharmaceuti- 
cals common  stock  at  $93  per  share.  They  pur- 
chased the  stock  because  the  company  is  testing  a 
new  drug  that  may  represent  a  significant  medical 


breakthrough.  The  stock's  value  has  already  risen 
$8  in  three  months,  in  anticipation  of  the  U.S. 
Food  and  Drug  Administration's  approval  of  the 
new  drug.  Many  observers  believe  that  the  price  of 
the  stock  could  reach  $100  if  the  drug  is  success- 
ful. If  it  is  not  the  breakthrough  anticipated,  how- 
ever, the  price  of  the  stock  could  drop  back  to  the 
$85  range.  The  Hernandezes  are  optimistic  but 
feel  that  they  should  hedge  their  position  a  bit.  As 
a  result,  they  have  decided  to  purchase  two  nine- 
month  Pharmacia  &  Upjohn  100-share  puts  for  $3 
per  share  at  a  striking  price  of  $93  per  share. 
Ignore  commissions  when  answering  the  follow- 
ing questions: 

1.  What  price  would  the  Pharmacia  &  Upjohn 
stock  need  to  reach  for  the  Hernandezes  to 
break  even  on  the  investment? 

2.  How  much  would  the  Hernandezes  gain  if 
they  sold  the  stock  for  $102  six  months  from 
now? 

3.  How  much  would  the  return  be  as  a  percent- 
age on  an  annualized  basis? 

4.  If  the  price  of  the  stock  dropped  to  $85  in 
six  months,  how  much  would  the  Hernan- 
dezes lose? 

The  Johnsons  Consider  a  Real  Estate  Investment 

Harry  and  Belinda  Johnson  are  considering  pur- 
chasing a  residential  income  property  as  an 
investment.  The  Johnsons  desire  an  after-tax  total 
return  of  10  percent.  They  are  considering  a  prop- 
erty with  an  asking  price  of  $190,000  that  pro- 
duces $27,000  in  gross  rental  income  and  $15,000 
in  net  operating  income.  Calculate  the  present 
value  of  after-tax  cash  flow  for  the  property, 
assuming  that  the  after-tax  cash-flow  numbers  are 
$8000  for  the  first  year,  $8400  for  the  second  year, 
$8800  for  the  third  year,  $9200  for  the  fourth  year, 
and  $9600  for  the  fifth  year,  and  that  the  selling 
price  of  the  property  will  be  $220,000  in  five 
years.  Prepare  your  information  in  a  format  simi- 
lar to  Table  17.3,  using  Appendix  A. 2,  or  the  Gar- 
man/Forgue  Web  site,  to  discount  the  future 
after-tax  cash  flows  to  their  present  values. 

n  Give  the  Johnsons  your  advice  on  whether 
—  they  should  invest  in  the  property  at  its  cur- 
rent price  of  $190,000. 
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To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.  Visit  the  Web  site  for  the  Chicago  Board  of 
Trade  (CBOT).  Select  the  "Answers  to  Fre- 
quently Asked  Questions"  section  to  answer 
the  following  questions: 

(a)  What  is  a  futures  contract? 

(b)  What  is  the  difference  between  a  stock 
exchange  and  a  futures  exchange? 

(c)  Where  are  the  actual  commodities  that 
are  traded  on  the  CBOT? 

(d)  Browse  the  site  further  to  determine  what 
commodities  are  traded  on  the  CBOT. 

2.  Visit  the  Web  site  of  the  National  Association 
of  Real  Estate  Investment  Trusts  (NAREIT). 
Select  the  "Answers  to  Frequently  Asked 


Questions"  section  to  answer  the  following 
questions: 

(a)  Why  were  REITs  created? 

(b)  How  are  REITs  managed? 

(c)  What  makes  a  REIT  attractive  to 
investors? 

(d)  How  are  the  REITs  of  today  different 
from  the  REITs  of  25  years  ago? 

(e)  How  many  REITs  are  currently  available 
in  the  United  States? 

3.  Visit  the  Web  site  for  Equity  Analytics,  Ltd., 
where  you  will  find  information  on  the 
basics  of  option  investing,  buying  a  put,  and 
buying  a  call.  When  might  an  investor  want 
to  use  options  in  his  or  her  investment  port- 
folio? Identify  several  exchanges  on  which 
options  are  traded. 

4.  Visit  the  Web  site  for  Vanguard  Securities, 
where  you  will  find  information  on  using  a 
margin  account.  What  are  the  current  mar- 
gin rates  for  the  following  types  of  invest- 
ments: equities  (stocks),  municipal  bonds, 
corporate  bonds,  and  short  sales? 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


\M    Summarize  some  of  the 
radical  changes  in  retire- 
ment planning  that  affect 
today's  workers  and  retirees. 


D 


Describe  the  types  and 
characteristics  of  employer- 
sponsored  retirement  plans. 


0 


•A    Estimate  retirement 
expenses  and  the  sources  of 
income  during  retirement. 


■J  Explain  the  purposes 
and  benefits  of  personal 
retirement  plans. 


Describe  how  to  qualify 
for  the  Social  Security  retire- 
ment program  and  the  role 
that  Social  Security  plays  in 
retirement  planning. 


M  Estimate  the  dollar 
amount  you  should  be 
saving  for  retirement. 


J    Calculate  the  relative 
advantages  of  tax-sheltered 
versus  non-tax-sheltered 
retirement  plans. 


Today's  workers  are  healthier,  are  better  educated,  will  live  longer,  and  have 
higher  expectations  than  those  of  earlier  generations.  When  they  retire, 
these  workers  will  want  a  comfortable  and  happy  life  with  less  stress  and 
more  leisure.  Having  financial  security  during  retirement  years  is  not  a  matter  of 
luck;  it  takes  planning.  As  this  chapter  amply  illustrates,  one  of  the  skills  that 
workers  must  clearly  possess  today  is  financial  planning,  both  for  their  pre- 
retirement money  management  opportunities  and  for  their  retirement  years. 
People  who  start  investing  for  retirement  in  their  twenties  should  aim  to  reserve 
12  to  15  percent  of  pretax  income  every  year,  including  employer  contributions. 
Those  who  have  delayed  planning  for  retirement  until  their  thirties  or  forties 
should  begin  investing  20  to  25  percent  annually  in  an  effort  to  catch  up;  they 
will  also  have  to  be  more  aggressive  in  their  investments.  In  addition,  late  savers 
must  be  flexible  on  the  age  at  which  they  retire. 

This  chapter  first  discusses  retirement  expenses  and  the  sources  of  income 
during  retirement  years.  Next,  we  turn  to  the  benefits  of  using  tax  sheltering  in 
retirement  planning.  Employer-sponsored  retirement  plans  are  examined  as  an 
essential  consideration  in  most  people's  retirement  planning.  We  then  move  on 
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to  the  important  topic  of  personal  retirement  plans.  Social  Security  is  also  dis- 
cussed, because  it  represents  a  key  source  of  retirement  funds.  We  cover  Social 
Security  last  because  it  is  important  that  you  take  charge  of  your  own  retirement 
planning,  rather  than  assuming  that  government  programs,  which  are  subject  to 
change,  will  take  care  of  you.  To  aid  in  your  planning,  we  provide  an  illustration 
for  determining  the  dollar  amount  you  should  be  saving  each  year  for  retire- 
ment. 


U    Summarize  some  of  the 
radical  changes  in  retire- 
ment planning  that  affect 
today's  workers  and  retirees. 


Radical  Changes  for  Workers  and  Retirees 

Times  have  changed  dramatically  for  today's  workers  and  retirees.  Most  impor- 
tant has  been  the  shift  from  the  employer  to  the  employee  of  both  the  obliga- 
tion to  invest  and  the  risk  of  making  poor  investments.  Clearly,  retirement 
planning  is  not  the  same  process  that  it  once  was.  Today's  workers  and  retirees 
can  expect  that: 

•  The  "safety  net"  of  Social  Security  will  not  represent  the  most  significant 
source  of  funding  for  your  retirement. 

•  A  "guaranteed"  pension  plan  funded  solely  by  your  employer  is  unlikely  to 
form  the  cornerstone  of  your  retirement  program. 

•  Most  workers  must  manage  their  own  retirement  plan  and  make  the  savings 
and  investment  decisions  themselves. 

•  Inflation  will  increase  the  cost  of  living  during  your  retirement  years  and 
affect  the  value  of  your  investments. 

•  Retiree  medical  benefits  will  be  trimmed  or  canceled  altogether,  so  that  you 
will  need  to  allocate  sufficient  funds  in  retirement  to  pay  for  this  expense. 

•  You  probably  will  live  a  very  long  time  after  retirement  (actuarial  tables  indi- 
cate that  women  who  reach  age  65  will  live  another  18.3  years  while  men  age 
65  are  expected  to  live  an  additional  13.9  years). 

•  You  will  probably  have  to  pay  income  taxes  on  the  pension  benefits  you 
receive,  reducing  the  after-tax  value  of  your  investments. 

•  Your  income  tax  situation  and  management  of  personal  finances  will  become 
more  complicated  after  retirement,  not  simpler. 


■J    Estimate  retirement 
expenses  and  the  sources  of 
income  during  retirement. 


Retirement  Expenses  and  Income  Sources 

Estimation  of  retirement  needs  is  a  three-step  process:  (1)  estimate  your  retire- 
ment expenses,  (2)  estimate  your  sources  of  retirement  income,  and  (3)  estimate 
the  additional  retirement  savings  to  meet  your  goals.  These  questions  may  not 
have  precise  answers.  The  further  away  your  retirement,  the  fuzzier  the  picture 
may  be  because  you  are  attempting  to  predict  the  future. 
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Figure  18.1 


Sources  of  Retirement  Income 
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Experts  estimate  that  retirees  need  75  to  90  percent  of  their  working  income 
level  to  enjoy  a  comfortable  retirement  lifestyle.  The  lower  your  preretirement 
income,  the  greater  the  proportion  of  that  income  you  will  probably  need  after 
retirement.  Because  women  are  less  likely  to  get  retirement  benefits  from  their 
employers  (32  percent  compared  with  55  percent  for  men)  and  they  get  less  from 
Social  Security  (about  $650  per  month  compared  with  $825  for  men),  women 
need  to  save  more  money  for  retirement  than  men. 

Assume  that  a  couple  retiring  today  with  estimated  retirement  expenses  of 
$30,000  will  live  for  20  years  past  retirement  and  that  they  could  earn  an  after- 
tax and  after-inflation  rate  of  return  of  3  percent  on  their  investments.  What 
amount  of  nest  egg  (total  accumulated  savings  and  investments)  should  they 
have  built  up  over  the  years  and  have  available  at  retirement?  Calculations 
(using  Appendix  A. 4)  for  20  years  at  3  percent  reveal  an  amount  of  $446,340 
($30,000  x  14.878)  needed  at  retirement. 

The  situation  is  even  more  dramatic  for  younger  workers  contemplating 
retirement.  Again  assume  $30,000  in  retirement  expenses  in  today's  dollars.  For 
someone  aged  25  with  40  years  to  go  before  retirement,  inflation  (assuming  3%) 
will  raise  that  expense  figure  to  $97,860  ($30,000  x  3.262  from  Appendix  A.l) 
Using  the  same  inflation  and  rate  of  return  assumptions  as  in  the  paragraph 
above,  the  25-year-old  would  need  a  nest  egg  of  $1,455,961  ($97,860  x  14.878) 
at  age  65. 

On  the  income  side  of  the  retirement  equation,  smart  personal  finance  man- 
agers expect  to  depend  less  on  Social  Security  and  Medicare  and  to  rely  more  on 
their  own  investments  for  financial  security  during  retirement.  According  to  a 
report  prepared  by  the  Social  Security  Administration,  the  average  retired  couple 
with  income  in  excess  of  $20,000  now  receives  income  from  several  sources,  as 
illustrated  in  Figure  18.1.  Today  Social  Security  represents  about  22  percent  of  a 
couple's  income,  although  the  proportion  is  lower  for  higher-income  people.  In 
the  next  century,  most  retirees  are  expected  to  receive  Social  Security  retirement 
benefits  that  are  higher  (even  after  adjusting  for  inflation)  than  those  received 
by  today's  retirees,  but  it  will  represent  a  lower  percentage  of  their  income.  A 
retirement  plan  should  therefore  include  a  combination  of  employer-sponsored 
retirement  plans,  personal  retirement  planning  mechanisms,  and  additional 
investments. 

Another  source  of  income  for  many  retirees  is  the  equity  in 
their  homes.  By  selling  a  home  at  retirement  and  then  moving 
into  a  smaller  home  or  an  apartment,  a  couple  might  be  able  to 
use  this  equity  to  fund  expenditures  for  many  years.  Alternatively, 
it  might  be  advantageous  to  consider  a  reverse  mortgage  (see 
Chapter  9,  page  248)  in  which  the  lender  sends  monthly  checks 
to  the  homeowner. 

One  of  the  roadblocks  to  an  early  start  on  retirement  planning 
is  motivation.  Don't  let  the  mathematics  and  long-term  estimat- 
ing stop  you  from  taking  positive  actions  to  save  and  invest  for 
retirement.*  The  longer  you  have  until  retirement,  the  more 

*  Top-rated  retirement  planning  computer  software  programs  (ranging  in  price 
from  $15  to  $100)  include  Vanguard's  Retirement  Planner  [(800)  876-1840], 
Retire  ASAP  [(800)  225-8246],  Fidelity's  Retirement  Planning  Software  [(800) 
554-8888],  Dow  Jones'  Plan  Ahead  [(800)  522-3567],  Intuit's  Quicken  Financial 
Planner  [(800)  624-8742],  Price  Waterhouse's  Retire  Secure  [(800)  752-6234], 
and  T.  Rowe  Price  Retirement  Planning  Kit  [(800)  541-1472]. 
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aggressive  an  approach  to  investing  you  can  pursue.  If  you  save  regularly,  you 
will  make  progress  toward  your  goal.  The  remainder  of  this  chapter  shows  you 
how  to  build  your  retirement  nest  egg  and  culminates  with  an  illustration  of 
how  one  investor  can  save  enough  to  retire  comfortably. 


■J    Calculate  the  relative 
advantages  of  tax-sheltered 
versus  non-tax-sheltered 
retirement  plans. 


Tax-Sheltered  Retirement  Plan; 

Employers  usually  offer  employees  retirement  plans  because  the  promise  of  a 
secure  retirement  represents  an  effective  way  to  recruit  and  keep  valuable 
employees.  Many  pension  plans  are  classified  as  tax-sheltered  retirement  plans 
(also  called  qualified  retirement  plans).  These  retirement  plans,  which  have 
been  approved  by  the  Internal  Revenue  Service  as  vehicles  to  deposit  tax- 
sheltered  contributions  and/or  earn  tax-sheltered  returns,  offer  advantages  that 
can  increase  eventual  retirement  benefits.  Plans  you  set  up  for  yourself  may  also 
carry  these  tax  advantages. 

Recall  from  Chapter  1  that  tax  sheltering  can  occur  in  several  ways.  First, 
some  plans  allow  for  a  reduction  in  current  income  subject  to  tax  each  time  a 
deposit  is  made  into  the  plan.  Referred  to  as  pretax  dollars,  these  deposits  are 
not  taxed  until  they  are  withdrawn.  This  approach  allows  people  to  put  more 
money  away  for  retirement,  as  the  government  subsidizes  deposits  through 
lower  tax  bills.  Second,  all  qualified  plans  allow  the  earnings  on  the  deposited 
funds  (interest,  dividends,  and  so  on)  to  be  sheltered  from  taxation  while  the 
plan  is  growing.  By  not  paying  taxes,  depositors  can  see  all  of  their  plan  earnings 
stay  on  deposit  to  greatly  enhance  the  power  of  compounding  over  time.  Plan 
earnings  will  be  taxed  only  when  they  are  withdrawn.  Third,  in  a  unique  type  of 
plan,  the  Roth  IRA  (discussed  later  in  this  chapter),  the  earnings  will  not  even  be 
taxed  when  withdrawn,  provided  certain  conditions  are  met. 


Withdrawals  from  a  Tax-Sheltered  Plan 

The  tax  sheltering  resulting  from  allocation  of  money  to  a  qualified  retirement 
plan  generally  represents  a  deferment  of  taxes  rather  than  a  permanent  avoid- 
ance of  taxes.  As  noted  earlier,  income  tax  must  be  paid  when  the  funds  are 
withdrawn.*  If  money  is  withdrawn  prior  to  a  certain  age — usually  5972 — a  10 
percent  penalty  may  be  assessed  in  addition  to  the  usual  income  tax.  People  who 
do  a  good  job  of  saving  and  investing  for  retirement  may  find  themselves  in  the 
same  tax  bracket  after  retirement  as  before.  Nonetheless,  it  is  generally  better  to 
pay  taxes  later  rather  than  sooner,  because  you  have  tax-deferred  buildup  over 
time. 

Distributions  from  tax-sheltered  retirement  plans  may  be  fully  or  partially  tax- 
able, depending  upon  whether  your  account  includes  nondeductible  contribu- 
tions. If  the  account  comprises  only  deductible  contributions,  any  distributions 
are  fully  taxable  when  received.  If  you  also  made  nondeductible  contributions, 
logically  those  distributions  should  not  be  taxed  at  withdrawal  as  they  have 
already  been  taxed  earlier.  The  IRS  assumes  that  withdrawals  from  any  account 


A  major  exception  is  the  Roth  IRA,  discussed  later  in  this  chapter,  which  is  not  taxable  at  with- 
drawal. 
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will  consist  of  both  previously  taxed  and  previously  untaxed  funds.  IRS  regula- 
tions require  you  to  apply  a  complex  formula  that  assumes  that  any  withdrawal 
consists  of  pre-  and  post-tax  money  in  the  same  proportion  as  the  deposits  were 
made  up  of  pre-  and  post-tax  money.  Because  this  assumption  may  result  in  over- 
taxation, you  should  maintain  adequate  records  of  all  contributions — even  for  40 
years  or  more. 


□ 


Describe  the  types  and 
characteristics  of  employer- 
sponsored  retirement  plans. 


Employer-Sponsored  Qualified  Retirement  Plans 

Approximately  one-third  of  all  workers  at  small  firms  participate  in  an  employer- 
sponsored  qualified  retirement  plan,  compared  with  more  than  75  percent  of 
workers  in  medium  to  large  firms.  If  you  participate  in  such  a  plan,*  it  can  serve 
as  the  cornerstone  of  your  retirement  planning.  If  you  do  not  have  access  to  an 
employer-sponsored  qualified  plan,  you  should  make  alternative  preparations 
for  retirement. 

Because  employer-sponsored  qualified  retirement  plans  play  such  an  impor- 
tant role,  the  U.S.  Congress  passed  the  Pension  Reform  Act  of  1974,  also  called 
the  Employee  Retirement  Income  Security  Act  (ERISA).  While  not  requiring  com- 
panies to  offer  retirement  plans,  ERISA  does  regulate  existing  plans.  The  follow- 
ing sections  describe  several  important  aspects  of  employer-sponsored  qualified 
retirement  plans. 


Participation  and  Vesting 


To  be  eligible  for  any  benefits,  employees  must  participate  in  their  employer- 
sponsored  retirement  plan.  Under  ERISA,  employers  must  choose  one  of  two 
approaches  in  allowing  full-time  workers  to  participate  in  the  retirement  plan: 
(1)  admitting  every  employee  who  has  worked  for  the  firm  for  one  year  or  who 
is  at  least  age  21,  whichever  is  later,  or  (2)  admitting  every  employee  who  has 
worked  for  the  company  for  at  least  two  years  if  immediately  vested  at  100 
percent. 

ERISA  places  stringent  requirements  on  vesting,  a  process  by  which  employ- 
ees during  their  working  years  obtain  permanent  rights  to  retirement  benefits 
provided  by  employers  that  cannot  be  taken  away  in  case  of  dismissal  or  resig- 
nation. While  you  always  have  a  right  to  the  money  you  personally  put  into  a 
retirement  plan  at  work,  vesting  gives  you  the  legal  right  to  benefits  based  on 
money  your  employer  contributes  to  your  retirement  plan.  Retirement  plans 
must  offer  one  of  two  government-approved  vesting  alternatives.  With  five-year 
vesting  (also  known  as  cliff  vesting),  an  employee  is  not  vested  during  the  first 
five  years  but  becomes  fully  vested  at  the  end  of  the  fifth  year.  Seven-year  vest- 
ing, also  known  as  graduated  vesting,  requires  employees  to  be  20  percent 
vested  after  three  years,  40  percent  after  four  years,  60  percent  after  five  years,  80 
percent  after  six  years,  and  100  percent  at  the  end  of  seven  years  of  employment. 
All  previous  time  worked  for  the  employer  since  the  worker  was  aged  18  must 
count  toward  vesting.  Employers  are  free  to  offer  more  generous  (earlier)  vesting 
rules. 
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Defined-Benefit  Plans — Yesterday's  Standard 

A  defined-benefit  plan  is  defined  by  the  level  of  "benefits"  received  by  an 
employee  who  has  retired.  Often  referred  to  as  a  "pension,"  those  benefits  are 
determined  by  a  specified  formula  linked  to  the  number  of  years  of  employment 
and  the  worker's  income.  For  example,  an  employee  might  have  a  defined 
annual  retirement  benefit  of  2  percent  multiplied  by  the  number  of  years  of  ser- 
vice and  multiplied  by  the  average  annual  income  during  the  last  five  years  of 
employment.  In  this  example,  a  worker  with  30  years'  service  and  an  average 
income  of  $48,000  over  the  last  five  years  of  work  would  have  an  annual  bene- 
fit of  $28,800  (30  x  0.02  x  $48,000),  or  $2400  a  month.  Defined-benefit 
plans  were  the  "standard"  pensions  a  generation  ago,  but  are  used  by  an  ever- 
decreasing  percentage  of  employers  today. 

Funded  or  Unfunded  Plans  Defined-benefit  plans  are  either  funded  or 
unfunded.  In  a  funded  pension  plan,  the  employer  makes  full  payments  annu- 
ally to  a  trustee,  who  places  the  funds  in  conservative  and  relatively  safe  invest- 
ments so  that  promised  benefits  will  be  available  to  all  employees  when  they 
retire.  In  an  unfunded  pension  plan,  retirement  expenses  are  paid  out  of  cur- 
rent earnings  rather  than  from  funds  previously  set  aside  to  cover  current  and 
future  liabilities.  These  "owe-as-you-go"  plans  are  more  risky,  especially  if  the 
employer  should  go  bankrupt.  A  new  law  requires  that  employers  notify  employ- 
ees if  the  company's  pension  plan  is  less  than  "90  percent  funded" — that  is,  if 
the  firm  went  bankrupt  today,  it  would  have  less  than  90  percent  of  the  assets 
required  to  meet  its  pension  responsibilities. 

Most  state  and  local  government  defined-benefit  plans  are  unfunded,  as  is 
Social  Security.  Thus,  benefits  are  partially  paid  out  of  current  revenues.  The 
"guarantee"  of  government  programs  comes  primarily  from  the  political  pres- 
sure of  retirees  and  current  workers  who  expect  similar  benefits. 

ERISA  established  the  Pension  Benefit  Guarantee  Corporation  (PBGC) 
www.pbgc.gov,  which  provides  an  insurance  program  that  guarantees  certain 
benefits  to  eligible  workers  whose  employers'  defined-benefit  plans  are  not 
financially  sound  enough  to  pay  their  obligations.  The  PBGC  covers  only 
defined-benefit  plans,  not  the  more  widely  utilized  defined-contribution  plans 
(discussed  below),  and  the  coverage  is  limited  to  a  maximum  of  $31,704  per 
year.  Another  major  exemption  from  PBGC  coverage  occurs  when  an  employer 
transfers  a  pension  plan  to  an  insurance  company.  In  this  case,  the  insurer 
becomes  responsible  for  making  the  payments;  the  retirees,  therefore,  face  a 
dilemma  if  the  insurer  gets  into  financial  difficulty,  unless  a  state  guaranty  cor- 
poration steps  in. 

Integration  of  Benefits  with  Social  Security  Benefits  from  defined-benefit 
plans  are  sometimes  integrated  with  benefits  from  Social  Security.  This  practice 
can  have  detrimental  effects  because  increases  in  the  amount  of  Social  Security 
benefits  received  by  the  retiree  may  reduce  company-paid  benefits.  For  example, 
assume  that  you  retire  with  a  company  pension  of  $900  per  month  and  Social 
Security  benefits  of  $600  per  month.  If  your  Social  Security  payments  increase 
$100  to  $700,  the  company  pension  may  drop  by  $100  to  $800,  offsetting  the 
increase  in  Social  Security  benefits.  The  net  effect  is  that  you  lose  ground  to  infla- 
tion despite  increases  in  Social  Security  benefits. 
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Normal  or  Early  Retirement?  The  earlier  you  retire,  the  smaller  your  monthly 
retirement  benefit  from  a  defined-benefit  plan  will  be  because  you  are  expected 
to  receive  income  for  more  years  as  a  retired  person.  On  average,  a  man  retiring 
at  age  62  has  17.3  years  of  life  remaining  to  collect  retirement  benefits;  a  man 
retiring  at  age  65,  in  contrast,  is  likely  to  collect  benefits  for  only  15.2  years. 
Monthly  benefits  for  the  early  retiree  in  a  defined-benefit  plan  are  smaller  so  that 
he  or  she  receives,  in  theory,  the  same  total  dollar  amount  of  benefits  as  the  per- 
son who  retires  later.  The  U.S.  Supreme  Court  has  ruled  that  men  and  women 
who  contribute  equal  amounts  must  receive  the  same  company  retirement  ben- 
efits, even  though  their  average  life  expectancies  differ.  (In  the  United  States, 
women  live  approximately  six  years  longer  than  men.) 

The  financial  benefits  of  early  retirement  will  depend  on  the  retiree's  life 
expectancy  and  the  rate  at  which  benefits  are  reduced,  as  illustrated  in  Table 
18.1.  Workers  expecting  to  live  less  than  the  average  expectancy  may  achieve  a 
better  financial  position  by  retiring  early.  The  opposite  is  true  if  family  history 
or  health  status  indicates  the  probability  of  an  extremely  long  life.  Most  employ- 
ees are  allowed  to  work  for  as  long  as  they  choose,  but  companies  generally  do 
not  increase  benefits  for  employees  who  postpone  retirement  beyond  age  65. 


Defined-Contribution  Plans — Today's  Standard 

A  defined-contribution  plan  is  defined  by  its  "contributions" — that  is,  the 
amount  of  money  deposited  in  each  person's  individual  account.  The  balance 
amassed  in  such  a  plan  consists  of  the  contributions  plus  any  investment 
income  and  gains,  minus  expenses  and  losses. 

In  these  plans,  the  employer,  the  employee,  or  both  set  aside  money  during 
the  working  years  to  establish  a  fund  that  pays  retirement  benefits  to  the  covered 
worker.  The  money  contributions  devoted  to  the  plan  are  clearly  specified,  but 
the  amount  of  the  benefit  remains  unknown  until  the  benefits  are  withdrawn. 
This  variation  arises  because  the  sum  available  depends  greatly  on  the  success  of 
the  investments  made  with  the  deposited  funds.  In  a  defined-contribution  plan, 
the  worker — not  the  employer — bears  the  risk  of  investment  losses  and  the  suc- 
cess of  investment  profits. 


Table  18.1 


Impact  of  Early  Retirement  on  Pension  Benefits 


Age  at 

Monthly 

Life  Expectancy 

Present  Value  (at  Age  55) 

Retirement 

Benefit 

in  Months* 

of  Projected  Benefits1" 

65 

$1,000 

208 

$100,520 

62 

880 

236 

108,860 

60 

800 

255 

112,430 

55 

500 

304 

95,460 

*  Female  retiree. 

t  Assumes  a  4  percent  after-inflation  rate  of  return. 
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Defined-contribution  plans  are  replacing  many  traditional  defined-benefit 
pensions  as  the  main  source  of  retirement  income  for  millions  of  workers; 
indeed,  they  represent  the  only  retirement  plans  now  available  at  many  compa- 
nies. Employers  use  this  strategy  because  unfunded  pension  liability  is  elimi- 
nated, but  workers  must  bear  greater  uncertainty  about  the  amount  of  benefits 
that  will  ultimately  be  received.  On  the  plus  side,  defined-contribution  plans 
generally  permit  earlier  vesting  and  allow  more  flexible  investment  choices  and 
easier  portability  than  old-style  pensions.  In  addition,  each  employee's  funds  are 
placed  in  a  separate  account,  which  remains  out  of  reach  of  corporate  creditors 
should  the  company  go  bankrupt. 

Contributory  versus  Noncontributory  Plans  In  a  noncontributory  retirement 
plan,  the  employer  deposits  all  of  the  funds  in  the  plan.  In  a  contributory 
retirement  plan,  the  employee,  and  possibly  the  employer,  place  funds  in  the 
plan.  Often,  employee  and  employer  shares  are  equal.  For  example,  each  might 
contribute  5  percent  of  the  employee's  salary  up  to  a  certain  dollar  amount. 

Portability  If  the  option  is  available,  an  employee  also  might  benefit  from 
portability,  which  is  a  contract  clause  that  permits  workers  to  maintain  and 
transfer  accumulated  funds  to  another  employer's  plan.  Workers  who  change 
jobs  usually  have  the  choice  of  keeping  their  retirement  money  invested  in  the 
former  employer's  retirement  plan  until  retirement,  transferring  it  to  their  new 
employer's  plan,  or  rolling  it  over  to  an  individual  retirement  account  (discussed 
later  in  this  chapter). 

Salary-Reduction  Plans  Salary-reduction  plans  comprise  a  group  of  defined- 
contribution  plans  available  to  people  who  work  for  various  types  of  organiza- 
tions. Salary-reduction  plans  include  the  401(k),  403(b),  and  457  plans,  which 
are  named  after  sections  of  the  IRS  tax  code.  Each  type  of  plan  is  restricted  to  a 
specific  group  of  workers.  When  the  employing  organization  has  100  or  fewer 
employees,  it  may  set  up  a  Savings  Incentive  Match  Plan  for  Employees  (or 
SIMPLE)  that  is  inexpensive  for  employers  to  operate. 

The  funds  contributed  each  year  by  the  employee,  in  effect,  reduce  the 
amount  of  income  subject  to  tax  and,  along  with  any  employer  contributions, 
accumulate  tax-free  until  they  are  withdrawn  at  retirement.  The  funds  are  then 
invested  by  the  employee  in  mutual  funds,  annuities,  or  individual  securities 
from  a  list  of  options  established  by  the  employer.  Often  the  employee  has  from 
three  to  twenty  or  more  investment  options  from  which  to  choose;  government 
regulations  encourage  employers  to  educate  their  employees  without  giving 
direct  investment  advice.  Because  each  individual  employee  makes  his  or  her 
own  investment  decisions,  a  salary-reduction  plan  could  be  described  as  a  self- 
directed  retirement  plan.  You  should  place  only  funds  that  you  will  not  need 
until  retirement  in  a  salary-reduction  plan. 

The  401(k)  salary-reduction  plan,  or  401(k)  plan,  is  the  best  known  of  the 
salary-reduction  plans.  It  is  designed  for  employees  of  private  corporations  who 
may  contribute  as  much  as  15  percent  of  their  gross  earnings  each  year,  up  to  a 
maximum  amount  set  by  law  ($10,000  in  1999).  Eligible  employees  of  nonprofit 
organizations  (colleges,  hospitals,  religious  organizations,  and  some  other  not- 
for-profit  institutions)  may  contribute  to  similar  403(b)  salary-reduction  plans 
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that  have  the  same  contribution  limits.  State  and  local  government  employees 
may  contribute  to  457  plans. 

Many  employers  limit  to  about  10  percent  the  proportion  of  the  annual 
salary  that  an  employee  may  contribute  to  a  salary-reduction  plan,  which  pre- 
vents many  workers  from  reaching  the  510,000  limit.  In  addition,  many  employ- 
ers will  not  contribute  to  an  employee's  retirement  plan  unless  the  employee 
contributes  as  well.  Workers  participating  in  SIMPLE  salary-reduction  plan  may 
contribute  up  to  S6000  a  year.  Employers  may  match  the  contribution  up  to  3 
percent  of  salary. 

A  tremendous  bonus  for  employees  who  participate  in  salary-reduction  plans 
is  that  many  employers  will  partially  or  fully  match  (put  funds  into  the  retire- 
ment account)  the  contributions  of  employees.  For  example,  an  employer  might 
contribute  $0.50  for  each  SI  contributed  by  the  employee,  up  to  6  percent  of  the 
worker's  salary.  Thus,  a  person  who  puts  S3000  into  a  retirement  plan  that  is  50 
percent  matched  by  his  or  her  employer  ($1500)  receives  an  immediate  "return 
on  investment"  of  a  fantastic  50  percent  ($1500  ■*■  $3000).  Almost  90  percent  of 
employers  match  some  proportion  of  the  retirement  money  saved  by  their 
employees.  Workers  can  accumulate  substantial  retirement  funds  by  using  a 
salary-reduction  plan  with  matching  contributions.  For  example,  if  contribu- 
tions of  $1200  per  year  into  such  a  fund  were  matched  100  percent  by  the 
employer  for  25  years  at  an  interest  rate  of  8  percent,  the  fund  would  accumu- 
late to  $175,464  (from  Appendix  A.3,  the  calculation  is  $2400  x  73.11).  Without 


r 
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Invest  Your  401  (k)  Funds 


Federal  guidelines  encourage  employers  to  give  their 
employees  at  least  three  investment  choices  (beyond 
the  employer's  own  stock)  with  differing  risk  and 
return  characteristics  for  defined-contribution  plans. 
Employers  also  must  provide  the  employee  with  suf- 
ficient information  to  make  intelligent  decisions 
about  these  options.  The  actual  choices  are  the 
responsibility  of  the  employee,  who  can  put  all  of 
the  funds  into  a  single  option  or  allocate  the  funds 
across  the  options.  A  typical  plan  has  seven  or  eight 
choices,  perhaps  including  the  employer's  own 
stock,  a  growth  stock  mutual  fund  (often  an  index 
fund),  a  bond  fund,  a  fixed  annuity,  and  a  variable 
annuity.  Following  these  guidelines  reduces  an 
employer's  liability  against  lawsuits  if  investments  in 
a  tax-deferred  retirement  plan  do  poorly  or  disap- 
pear because  of  poor  investment  choices. 


Many  employers  offer  an  annuity  called  a 
guaranteed  investment  contract  (GIC).  A  GIC  is 
an  annuity  contract  purchased  through  an  insur- 
ance company  as  part  of  a  qualified  retirement 
plan.  GICs  promise  to  pay  a  certain  level  of  interest 
for  a  given  period  of  time,  much  like  a  certificate  of 
deposit.  Although  GICs  have  a  guaranteed  return 
for  at  least  the  first  year,  they  generally  provide  a 
low  return  because  the  insurance  company  places 
the  funds  in  low-risk  investments.  Over  the  long 
term,  they  usually  do  not  perform  as  well  as  more 
risk-oriented  options  such  as  stock  mutual  funds. 

Because  retirement  plans  are  designed  for  long- 
term  investing,  it  is  appropriate  to  accept  higher 
levels  of  risk.  Depending  on  their  age,  employees 
might  be  best  served  by  putting  the  bulk  of  their 
funds  into  higher-risk  choices. 
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a  match,  the  retirement  fund  would  amount  to  only  $87,732  ($1200  x  73.11). 
Amazingly,  nearly  half  of  employees  eligible  to  participate  in  salary-reduction 
plans  still  do  not  take  full  advantage  of  this  free  money. 


Other  Types  of  Employer-Sponsored  Retirement  Plans 

In  addition  to  providing  employees  with  a  defined-contribution  or  defined- 
benefit  plan,  many  employers  offer  other  retirement  plans  to  employees.  Six 
such  plans  are  described  below. 

Cash-Balance  Pension  Plans  An  increasing  number  of  employers  have  established 
or  amended  existing  retirement  plans  as  hybrid  forms  of  the  traditional  pension 
plans.  The  most  popular  of  these  hybrids,  the  cash-balance  pension  plan,  is  a 
defined-benefit  plan  with  features  of  a  defined-contribution  plan.  Under  this 
plan,  benefits  are  still  "defined"  based  on  years  of  service  and  income  levels  as 
they  are  under  defined-benefit  plans.  However,  each  employee  has  an  "account" 
into  which  the  employer  makes  "deposits"  to  fund  the  defined  benefit.  The  dol- 
lar value  of  the  account  can  be  determined  at  any  time.  The  investment  earnings 
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about  Your 
Retirement  Plan 

1  Did  You 

The  Questions  to  Ask 

|KN0W| 

Employer-Sponsored 

As  you  plan  for  retirement,  find  out  as  much  as  you 

7.  Can  the  plan  be  discontinued  by  the  company? 

can  about  your  company's  retirement  plan  by  ask- 

Can it  be  changed?  How? 

ing  the  following  questions: 

8.  Are  benefits  integrated  with  Social  Security  ben- 

1. When  is  an  employee  eligible  to  participate  in 

efits?  How? 

the  plan?  Is  the  plan  optional  or  required? 

9.  What  is  the  earliest  retirement  age,  and  what 

2.  Is  it  a  defined-benefit  or  defined-contribution 

reductions  for  early  retirement  or  increases  for 

plan? 

late  retirement  apply? 
10.  Are  defined-benefit  retirement  benefits  guaran- 

3. If  it  is  a  defined-benefit  pension,  how  are  bene- 

fits calculated? 

teed  for  life  once  you  retire? 

4.  Is  the  plan  insured  by  the  Pension  Benefit 

11.  What  are  the  survivor's  and  disability  benefits? 

Guaranty  Corporation  (PBGC)? 

12.  What  are  the  procedures  for  applying  for  bene- 

5. If  it  is  a  defined-contribution  plan,  what  shares 

fits? 

are  contributed  by  the  employer  and  employee? 
What  investment  options  are  available?  Under 

13.  Will  health  care  benefits  (if  any)  continue  after 
retirement? 

what  rules  may  the  employee  switch  among 
investment  options? 

14.  Are  financial  planning  services  offered  to  assist 

6.  How  do  employees  become  vested? 

workers  in  making  retirement  and  other  finan- 
cial decisions? 
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of  the  account  are  specified;  e.g.,  at  8  percent  (annual  adjustments  can  be  made 
to  reflect  economic  conditions).  If  the  pension  plan  fund  earns  a  rate  of  return 
that  exceeds  the  specified  rate,  the  employer  owns  the  additional  earnings.  Vest- 
ing requirements  are  the  same  as  for  the  traditional  plans. 

At  separation  from  employment  or  retirement,  the  employee  has  the  right  to 
the  vested  lump-sum  amount  rather  than  to  a  monthly  pension.  This  may 
absolve  the  employer  of  any  further  obligations  to  the  employee.  The  employee 
can  purchase  an  annuity  with  the  funds  (thereby  funding  his  or  her  own  pen- 
sion) or  deposit  the  lump-sum  into  a  rollover  IRA  (see  below)  or  to  a  new 
employer's  retirement  plan. 

After-Tax  Salary-Reduction  Plans  An  aftertax  salary-reduction  plan  (some- 
times called  a  corporate  thrift  program)  is  a  fringe  benefit  offered  by  employ- 
ers as  an  additional  inducement  to  retain  the  loyalty  of  employees.  Under  this 
program,  employees  can  make  excess  salary-reduction  contributions  to  a  plan, 
up  to  a  ceiling  of  15  percent  of  annual  income,  that  accumulate  tax-free. 
Although  the  employees  pay  current-year  income  taxes  on  their  contributions, 
the  investment  earnings  are  tax-deferred.  Many  employers  will  match  or  par- 
tially match  the  money  contributed  by  an  employee.  This  mechanism  offers  sub- 
stantial benefits  for  two  groups  of  people:  (1)  those  approaching  retirement  who 
realize  that  they  have  too  little  set  aside  and  need  to  catch  up,  and  (2)  those  who 
want  to  contribute  more  to  a  salary-reduction  program  but  have  already  reached 
the  maximum  in  a  qualified  plan.  The  total  contribution  to  all  salary-reduction 
plans,  including  pretax  and  after-tax  money,  is  limited  to  25  percent  of  gross 
earnings  or  $30,000,  whichever  is  less. 

Participating  employees  do  not  pay  income  taxes  when  they  receive  a  distri- 
bution of  principal,  as  this  amount  will  have  already  been  taxed  when  it  was 
contributed.  Earnings  distributed  from  an  after-tax  plan,  of  course,  become  sub- 
ject to  income  taxes.  Participants  in  after-tax  pension  money  should  keep  these 
accounts  separate  from  pretax  pension  accounts.  If  the  accounts  are  combined, 
the  IRS  will  assume  that  all  contributions  were  made  with  after-tax  money.  As  a 
result,  the  money  put  into  any  after-tax  retirement  plans  would  be  unfairly 
penalized  (that  is,  taxed  twice). 

Nonqualified  Deferred-Compensation  Plans  A  nonqualified  deferred- 
compensation  plan  permits  an  employee  and  employer  to  agree  to  defer  large 
payments  for  services  rendered  to  a  later  date,  perhaps  when  the  employee 
enters  a  lower  marginal  tax  bracket.  Highly  paid  athletes  and  executives,  for 
example,  often  prefer  such  arrangements  and  frequently  request  that  some  of 
their  compensation  be  paid  during  their  retirement  years.  Deferred  income  is 
not  income  until  it  is  paid  and,  thus,  is  not  taxed  until  received  by  the  employee. 

ESOPs  An  employee  stock-ownership  plan  (ESOP)  is  a  qualified  retirement 
plan  whose  funds  must  be  invested  primarily  in  the  stock  of  the  employing  cor- 
poration. In  effect,  the  retirement  fund  consists  of  stock  in  the  company.  If  the 
stock  does  well,  the  retirement  nest  egg  will  grow  significantly.  Of  course,  the 
opposite  can  occur  as  well.  Employees  who  have  been  in  an  ESOP  plan  for  ten 
years  may  diversify  into  other  investments  by  transferring  up  to  25  percent  of 
their  account  at  age  55  and  50  percent  at  age  60. 
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Profit-Sharing  Plans  Profit-sharing  plans  are  defined-contribution  plans  to 
which  the  employer  makes  "substantial  and  recurring"  contributions.  The  level 
of  contributions  put  into  the  plan  reflects  the  employee's  income  and  the  level 
of  profits  achieved  by  the  employer.  Profits  are  not  necessary  in  most  profit- 
sharing  plans,  however.  Contributions  might  be  fixed  (perhaps  at  10  percent  of 
profits)  or  be  discretionary,  although  a  definite  formula  must  be  established  to 
determine  the  contributions  of  participants.  Some  profit-sharing  plans  use  both 
age  and  compensation  as  a  basis  for  calculating  employer  contributions.  A  stock 
bonus  plan  is  similar  to  a  profit-sharing  plan  except  that  benefit  payments  must 
be  made  with  company  stock.  While  distributions  may  be  made  in  cash,  the  par- 
ticipants receive  a  guaranteed  right  to  purchase  stock. 


Methods  of  Payout 

You  generally  have  three  choices  with  employer-sponsored  retirement  plans 
when  you  retire  or  change  employers: 

•  Some  plans  allow  you  to  keep  your  account  invested.  You  can  then  defer 
income  taxes  until  you  begin  receiving  payouts,  usually  in  the  form  of 
monthly  payments. 

•  Some  plans  allow  you  to  take  the  money  in  a  lump  sum  and  pay  the  income 
taxes  due.  Depending  upon  your  age,  the  lump-sum  distribution  might  be 
eligible  for  special  IRS  rules  that  allow  for  averaging  the  distrinution  over  a 
period  of  ten  years,  thereby  reducing  the  tax  liability  in  the  first  year  and 
spreading  it  out  over  several  subsequent  years.  In  this  way,  averaging  reduces 
the  overall  tax  liability. 

•  Your  plan  may  permit  you  to  transfer  the  entire  lump  sum,  via  a  rollover,  to 
an  individual  retirement  account  (see  below),  where  it  continues  to  grow  tax- 
deferred.  This  strategy  also  delays  income  taxes  until  you  begin  receiving 
payouts.  If  you  later  get  the  opportunity  to  participate  in  a  401  (k)  plan — for 
example,  by  going  to  work  for  a  new  employer — you  can  transfer  funds  from 
an  IRA  rollover  account  to  the  new  401  (k)  plan,  as  long  as  the  rollover  IRA 
money  was  not  mixed  with  a  regular  IRA. 

Internal  Revenue  Service  regulations  require  that  you  begin  taking  distribu- 
tions from  a  qualified  retirement  plan  at  age  70'/2  .  Otherwise,  severe  IRS  penal- 
ties apply  for  making  withdrawals  too  late  (an  exception  is  the  Roth  IRA). 


Disability  and  Survivor's  Benefits 

The  prospect  of  financial  security  during  retirement  is  heartening,  but  disability 
and  survivor's  benefits  also  represent  a  concern  for  workers  who  have  spouses  or 
children.  One's  full  retirement  benefits  form  the  basis  for  any  disability  or  sur- 
vivor's benefits.  People  receiving  disability  or  survivor's  benefits  are  generally 
entitled  to  an  amount  that  is  substantially  less  than  the  full  retirement  amount. 
For  example,  if  you  were  entitled  to  a  retirement  benefit  of  $2000  per  month, 
your  disability  benefit  might  be  only  $1500  per  month.  If  a  survivor  is  entitled 
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Did  You 


KNOW 


How  Long  Your  Money  Will  Last 


Part  of  your  retirement  income  will  likely  derive 
from  some  accumulated  savings  and  investments 
built  up  over  the  years.  The  key  question  is,  "How 
long  will  the  money  last  during  your  retirement 
years?"  The  answer  depends  upon  three  factors: 
(1)  the  amount  of  money  in  the  nest  egg;  (2)  the 
rate  of  return  earned  on  the  funds;  and  (3)  the 
amount  of  money  that  is  withdrawn  from  the 
account  each  month. 

By  spending  at  a  rate  that  will  not  deplete  the 
fund  too  rapidly,  retirees  can  ensure  that  the  funds 
will  last  the  desired  number  of  years.  The  table 


below  provides  factors  that  can  be  multiplied  by 
the  amount  in  the  retirement  fund  to  determine 
the  amount  available  for  spending  each  month. 
Consider  the  example  of  a  Jimmy  Stewart,  a  58- 
year-old  early  retiree  from  Potterville,  Missouri, 
who  wants  his  $250,000  nest  egg  to  last  15  years, 
assuming  that  it  will  earn  a  6  percent  annual  return 
in  the  future.  The  value  in  the  table  in  the  "15 
years"  column  and  the  "6  percent"  row  is  0.00844. 
Multiplying  0.00844  times  5250,000  reveals  that 
Jimmy  could  withdraw  $2110  every  month  for  15 
years  before  the  fund  was  depleted. 


Rate  of  Return 

Number  of  Years 

5 

10 

15 

20 

25 

3% 

0.01797 

0.00966 

0.00691 

0.00555 

0.00474 

4% 

0.01842 

0.01012 

0.00740 

0.00606 

0.00527 

5% 

0.01887 

0.01061 

0.00791 

0.00660 

0.00585 

6% 

0.01933 

0.01110 

0.00844 

0.00716 

0.00644 

7% 

0.01980 

0.01161 

0.00899 

0.00775 

0.00707 

8% 

0.02028 

0.01213 

0.00956 

0.00836 

0.00772 

to  benefits,  that  pension  amount  must  be  paid  over  two  people's  lives  instead  of 
a  single  person's  life;  consequently,  the  monthly  payment  is  lower.  If  your  sur- 
viving spouse  is  five  years  older  than  you,  he  or  she  might  be  entitled  to  $1300 
per  month;  in  contrast,  if  your  spouse  is  five  years  younger,  he  or  she  might  be 
entitled  to  only  $1000  per  month. 

A  retirement  plan  with  survivor's  benefits  is  legally  required  to  provide  ben- 
efits to  a  surviving  spouse  in  the  event  of  the  death  of  the  entitled  worker.  This 
requirement  can  be  waived  if  desired,  but  only  after  marriage  (not  in  a  prenup- 
tial  agreement).  Federal  law  dictates  that  a  spouse  or  ex-spouse  who  qualifies  for 
benefits  under  a  plan  must  agree  in  writing  to  a  waiver  of  the  spousal  benefit. 
This  stipulation  protects  the  interests  of  surviving  spouses.  If  the  spouse  does 
waive  his  or  her  survivor's  benefits,  the  worker's  retirement  benefit  is  higher.  Of 
course,  upon  the  worker's  death,  the  spouse  will  not  receive  any  survivor's  ben- 
efits when  a  waiver  exists.  Unless  a  spouse  has  his  or  her  own  retirement  bene- 
fits, it  is  usually  wise  to  keep  the  spousal  benefit. 
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Collect  Pension  Money  from  a  Divorced  Spouse 


The  Retirement  Equity  Act  of  1984  allows  states  to 
split  pensions  between  husbands  and  wives  at 
divorce.  To  receive  a  share  of  a  defined-benefit  or 
defined-contribution  pension  plan,  a  former  spouse 
needs  a  qualified  domestic-relations  order 
(QDRO).  This  specialized  court  order  legally  autho- 
rizes the  pension  plan  administrator  to  take  specific 
action  not  outlined  in  the  pension  plan  regula- 
tions. The  order  must  be  approved  by  the  pension 
plan  administrator  to  ensure  that  it  fits  within  the 
plan's  rules  to  be  effective.  ERISA  requires  that  pen- 
sion plan  administrators  respond  within  30  days  of 
a  written  request  to  inquiries  from  former  spouses 
who  cite  their  rights  as  plan  beneficiaries. 

With  a  QDRO,  the  payout  from  a  pension  plan 
may  be  divided  upon  divorce  or  as  soon  as  the 
employee  leaves  a  job  or  reaches  retirement  age. 
Annuities  and  individual  retirement  accounts  may 
also  be  divided  as  part  of  a  divorce  agreement. 


Because  divorce  and  splitting  retirement  money 
have  income  tax  ramifications,  it  is  wise  to  obtain 
appropriate  legal  counsel  and  tax  advice. 

To  qualify  for  Social  Security  retirement  benefits 
based  on  your  former  spouse's  earnings,  the  mar- 
riage must  have  lasted  at  least  ten  years  and  both 
you  and  your  ex-spouse  must  be  at  least  62  years 
old.  Your  checks  cannot  begin  until  two  years  after 
the  divorce.  Your  Social  Security  benefits  are  not 
affected  if  the  ex-spouse  remarries.  If  you  remarry, 
however,  you  lose  the  right  to  benefits  based  upon 
your  former  spouse's  earnings,  unless  your  second 
marriage  also  ended  in  divorce.  If  both  marriages 
lasted  at  least  ten  years,  you  could  elect  benefits 
based  upon  which  former  spouse's  earnings  gener- 
ate the  higher  benefit.  Your  benefit  amount  consists 
of  50  percent  of  a  divorced  spouse's  benefit;  if  the 
ex-spouse  dies,  the  benefit  increases  to  100  percent 
of  the  ex-spouse's  benefit. 


■I  Explain  the  purposes 
and  benefits  of  personal 
retirement  plans. 


Personal  Retirement  Plans 

Not  all  workers  are  offered  employer-sponsored  qualified  retirement  plans.  Even 
if  you  can  take  advantage  of  an  employer-sponsored  qualified  retirement  plan, 
its  benefits  may  fall  short  of  providing  adequate  preparation  for  your  retirement. 
Fortunately,  IRS  regulations  also  allow  you  to  take  advantage  of  other  personally 
established  qualified  retirement  planning  mechanisms,  all  of  which  provide 
some  tax-shelter  opportunities.  These  mechanisms  include  individual  retirement 
accounts  (IRAs),  Keogh  plans  (pronounced  "key-on"),  simplified  employee 
pension-individual  retirement  account  plans  (SEP-IRAs),  and  annuities. 


Individual  Retirement  Accounts 

An  individual  retirement  account  (IRA)  is  a  tax-deferred  retirement  plan  estab- 
lished by  people  who  have  wage,  salary,  or  net  self-employment  earnings.  IRAs 
are  typically  opened  with  banks,  mutual  funds,  insurance  companies,  and  stock 
brokerage  firms.  You  can  set  up  an  IRA  in  one  of  two  ways:  (1)  by  making  annual 
contributions,  and  (2)  by  rolling  over  a  distribution  received  from  a  qualified 
employer  plan  or  from  another  IRA,  creating  a  rollover  IRA. 
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You  can  invest  IRA  money  almost  any  way  you  desire,  and  change  your 
investments  whenever  you  please,  without  paying  taxes  on  any  gains.  IRAs  are 
self-directed,  meaning  that  you  decide  how  to  invest  the  money;  you  also 
assume  responsibility  for  following  the  rules. 

Deposits  into  an  IRA  may  be  tax-deductible  even  if  the  taxpayer  does  not 
itemize  deductions  on  his  or  her  income  tax  return.  In  this  way,  such  contribu- 
tions reduce  taxable  income.  Investment  earnings  on  IRA  funds  are  not  taxable 
until  they  are  withdrawn,  so  your  investments  grow  faster. 

You  may  contribute  as  much  of  your  earnings  as  you  desire,  up  to  a  maxi- 
mum of  $2000  per  year.  In  general,  you  may  not  contribute  more  than  you  earn. 
An  exception  is  made  for  spouses  who  do  not  earn  money  income.  In  a  spousal 
account  for  one-income  couples,  the  maximum  contribution  is  $4000.  The 
amounts  deposited  may  be  allocated  between  spouses  in  any  way  as  long  as  nei- 
ther spouse  makes  a  contribution  exceeding  $2000. 

If  you  deposit  more  into  an  IRA  account  than  the  amount  legally  permitted, 
you  will  owe  a  penalty  to  the  IRS.  You  may  also  choose  to  contribute  to  an  IRA 
account  once  and  then  never  add  any  other  funds. 

Withdrawals  of  IRA  funds  prior  to  age  59!/2  are  taxed  as  ordinary  income, 
and  a  10  percent  tax  penalty  must  be  paid  unless  used  for  qualifying  education 
expenses.  Withdrawals  from  an  IRA  must  begin  by  April  1  of  the  year  after  the 
account  owner  turns  70l/2  and  be  withdrawn  at  a  rate  that  will  deplete  the  funds 
during  one's  remaining  life  expectancy.  This  rule  was  instituted  to  prevent 
people  from  using  an  IRA  to  pass  funds  tax-free  to  heirs.  Although  you  may  not 
borrow  from  an  IRA  account,  you  may  pull  IRA  money  out  of  an  account  pro- 
viding that  you  redeposit  the  full  amount  within  60  days. 

Fully  Deductible  IRA  Accounts  Three-fourths  of  all  U.S.  workers  qualify  for  tax- 
deductible  individual  retirement  accounts,  including  all  who  are  not  "active  par- 
ticipants" in  an  employer-sponsored  qualified  retirement  plan.  Thus,  the 
question  becomes,  "Are  you  an  active  participant  in  an  employer  retirement 
plan?"  Members  of  defined-benefit  plans  are  active  participants.  Those  who  par- 
ticipate in  a  defined-contribution  plan — meaning  that  they  actually  contribute 
and  are  not  simply  eligible — are  active  participants  as  well.  Married  workers  are 
not  considered  active  participants  simply  because  their  spouse  is  participating  in 
a  retirement  plan. 

You  must  make  deductible  IRA  contributions  by  April  15  for  the  previous  tax 
year.  The  maximum  tax-deductible  contribution  is  $2000  per  year  or  the  amount 
of  compensation  earned,  whichever  is  less.  A  married  couple  may  contribute  as 
much  as  $4000  annually;  up  to  $2000  each. 

Partially  Deductible  IRA  Accounts  Even  if  you  are  a  participant  in  an  employer- 
sponsored  plan,  you  may  be  allowed  to  put  tax-deductible  money  into  an  IRA 
account.  The  level  of  allowable  tax-sheltered  contributions  depends  on  the 
amount  of  the  adjusted  gross  income  (AGI)  for  federal  income  tax  purposes.  Sin- 
gle workers  with  an  AGI  less  than  $30,000  and  married  workers  with  a  joint  AGI 
less  than  $50,000  may  shelter  IRA  contributions  up  to  $2000.  For  those  with 
AGIs  exceeding  these  amounts,  the  allowable  tax-deductible  contribution  is 
reduced  $1  for  each  $5  increase  in  income  until  the  allowable  contribution  is 
entirely  phased  out  ($40,000  for  single  workers  and  $60,000  for  married  work- 
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ers).  For  example,  a  single  worker  with  an  adjusted  gross  income  of  $35,000 
would  be  able  to  shelter  $1000  in  IRA  contributions:  $2000  -  [($35,000  - 
$30,000)  -5-5X1]. 

Non-Deductible  IRAs  May  Still  Offer  Benefits  Non-deductible  IRAs  are  estab- 
lished by  people  who  cannot  deduct  the  contribution  from  their  income  taxes. 
Even  though  contributed  funds  are  not  tax-deductible,  the  amounts  that  accumu- 
late remain  sheltered  from  income  taxes.  Because  a  non-deductible  IRA  is  funded 
with  after-tax  money,  it  is  better  to  contribute  the  maximum  to  any  salary-reduc- 
tion pension  plan  that  offers  the  opportunity  of  a  deductible  contribution  before 
funding  a  non-deductible  IRA.  Separate  IRA  accounts  should  be  created  for  tax- 
deductible  contributions  and  non-tax-deductible  contributions  to  simplify  the 
calculation  of  income  taxes  when  withdrawals  are  eventually  made.  IRS  form 
8606  must  be  filed  each  year  with  your  federal  income  tax  return  once  you  have 
made  a  non-deductible  IRA  contribution.  You  should  keep  copies  of  all  8606 
forms  so  you  do  not  overpay  income  taxes  when  mone)  is  finally  withdrawn. 

The  Roth  IRA  Tax  law  revisions  in  1997  created  the  Roth  IRA.  The  contributions 
into  a  Roth  IRA  are  not  tax-deductible,  but  they  are  tax-free  when  withdrawn.  As 
with  other  IRAs,  the  earnings  on  the  funds  in  the  account  grow  tax-free  over  the 
years.  Even  more  importantly,  it  the  Roth  IRA  has  been  in  place  for  more  than  five 
years  and  you  have  reached  age  59ty2  (or  the  earnings  have  been  used  for  qualified 
education  expenses  or  up  to  $10,000  to  purchase  a  first  home),  these  earnings  are 


About  Retirement  Rollover  Penalties 


If  money  in  a  qualified  pension  plan  is  withdrawn 
by  an  employee  departing  from  an  employer,  the 
IRS  may  consider  it  taxable  income  because  such 
amounts  were  sheltered  from  taxes  earlier.  The 
result  might  be  a  substantial  tax  bill. 

A  rollover  is  a  transfer  of  retirement  money 
from  one  retirement  plan  to  another.  The  IRS's  20 
percent  withholding  rule  applies  to  lump-sum  dis- 
tributions from  pension  plans  and  other  qualified 
retirement  plans.  It  requires  that  an  employer  with- 
hold a  20  percent  tax  from  a  lump-sum  distribution 
paid  directly  to  a  former  employee.  To  avoid 
income  tax  withholding,  a  direct  trustee-to-trustee 
rollover  must  occur  in  which  the  funds  go  directly 
from  the  previous  employer's  pension  fund  to  the 
trustee  of  the  new  pension  account,  with  no  pay- 
ment to  the  employee. 


For  example,  a  $300,000  lump-sum  distribution 
made  directly  to  an  employee  would  result  in  that 
person  receiving  $240,000  and  the  employer  with- 
holding $60,000  for  the  IRS.  Government  regula- 
tions further  require  that  the  employee  put  the 
entire  $300,000  into  a  new  account  or  a  rollover 
IRA  within  60  days— even  though  only  $240,000 
was  received.  The  investor  must  supply  the  differ- 
ence ($60,000  in  this  instance)  on  his  or  her  own. 
Substantial  penalties  are  incurred  for  noncompli- 
ance. The  20  percent  amount  that  was  withheld 
may  be  retrieved  the  following  tax  year  by  filing  an 
income  tax  return  to  claim  a  refund.  The  IRS  wants 
taxpayers  to  transfer  retirement  funds  in  such  a 
way  that  the  previously  untaxed  money  remains 
accountable  and,  eventually,  taxable. 
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not  taxed  or  penalized  at  withdrawal.  This  feature  of  the  Roth  IRA  represents  an 
enormous  tax  break.  A  $2000  deposit  at  age  25,  for  example,  might  be  worth 
$64,000  at  age  65 — and  completely  tax-free.  The  total  contribution  into  all  IRAs  is 
limited  to  $2000  per  year.  All  of  this  amount  can  go  into  a  Roth  IRA  as  long  as 
adjusted  gross  income  is  less  than  $95,000  for  single  taxpayers  and  less  than 
$150,000  for  joint  filers.  Smaller  Roth  IRA  contributions  are  allowed  for  those  with 
AGIs  up  to  $110,000  and  $160,000,  respectively.  Individuals  can  contribute  to 
Roth  IRAs  even  if  they  are  not  allowed  to  contribute  to  tax-deductible  IRAs  because 
they  participate  in  an  employer-sponsored  retirement  plan. 

Simplified  Employee  Pension  Plan- 
Individual  Retirement  Accounts 

A  simplified  employee  pension  plan-individual  retirement  plan  (also  called 
a  SEP-IRA  or  SEP,  or  SIMPLE  plan  if  set  up  after  1996)  is  a  retirement  plan  that 
allows  employers  to  contribute  a  discretionary  amount  into  employees'  IRAs 
each  year.  Used  by  people  who  are  self-employed  and  small  business  owners,  a 
SEP-IRA  is  simple  to  set  up  and  easy  to  maintain.  With  a  SEP-IRA,  each  partici- 
pant can  make  tax-sheltered  contributions  representing  0  to  15  percent  of  net 
self-employment  income,  or  $22,500,  whichever  is  less.  Participants  may  vary 
the  percentage  of  earned  income  contributed  each  year,  or  even  skip  a  year  if 
desired.  The  investment  alternatives  for  a  SEP-IRA  are  quite  flexible. 


Keogh  Plans 

If  you  are  self-employed  either  full-  or  part-time,  you  may  want  to  consider  a 
Keogh  plan  for  yourself  and  any  employees.  Although  a  Keogh  plan  is  more 
expensive  to  set  up  and  requires  more  administrative  time  to  operate  than  other 
retirement  plans,  it  enables  you  to  contribute  a  percentage  of  self-employment 
income  each  year.  Depending  upon  the  type  of  Keogh  plan  established  (profit 
sharing,  money  purchase,  or  paired  plan),  you  can  save  as  much  as  25  percent  of 
self-employment  income,  with  most  plans  capped  at  $30,000  per  participant. 
While  withdrawals  before  age  59V2  are  penalized,  contributions  can  still  be  made 
after  age  70l/z  (unlike  other  retirement  plans).  Keogh  investors  are  also  allowed 
to  invest  in  real  estate.  The  same  worker  may  have  a  salary-reduction  plan,  an 
IRA,  a  SEP-IRA,  and  a  Keogh. 


Annuities 

An  annuity  is  a  contract  made  with  an  insurance  company  that  provides  for  a 
series  of  payments  to  be  received  at  stated  intervals  (usually  monthly)  for  a  fixed 
or  variable  time  period.  All  annuities  represent  hybrids  of  investment  and  insur- 
ance, with  earnings  growing  tax-free  until  payouts  begin.  As  a  result,  they  are 
sometimes  called  tax-sheltered  annuities  (TSAs).  Although  these  contracts  are 
sold  by  life  insurance  companies,  annuities  are  often  described  as  being  the 
opposite  of  life  insurance  because  they  generally  provide  funds  during  life,  not 
after  death.  Annuities  may  be  classified  as  either  immediate  or  deferred. 
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HOW 


to... 


Get  at  Your  Qualified  Retirement  Funds  Early 


If  you  take  money  out  of  a  qualified  tax-sheltered 
retirement  account  prior  to  age  59>/2,  you  will  usu- 
ally incur  a  10  percent  penalty  on  what  you  take  as 
well  as  owe  regular  income  taxes  on  the  amount 
withdrawn.  In  some  instances,  such  as  disability,  it 
is  possible  to  gain  access  to  the  funds  and  avoid  the 
10  percent  penalty  (but  not  the  taxes).  Three  other 
mechanisms  also  are  available  under  IRS  rules, 
although  your  employer  may  have  rules  that 
restrict  withdrawals. 

Hardship  conditions. 

You  can  withdraw  money  for  hardships  such  as  a 
funeral,  medical  expenses,  tuition,  and  a  down  pay- 
ment on  a  home.  You  must  prove  that  you  have 
exhausted  all  other  sources  and  have  been  turned 
down  for  loans  to  meet  the  expense.  Such  with- 
drawals represent  taxable  income  if  taxes  had  not 
yet  been  paid  on  the  funds.  Hardship  withdrawals 
are  not  allowed  from  an  IRA. 

Early  retirement. 

If  you  retire  between  ages  55  and  59'/2,  you  may 
withdraw  funds  from  an  IRS-qualified  plan  or  may 
be  allowed  to  take  the  money  out  of  the  plan  and 
use  the  lump  sum  to  establish  a  rollover  IRA  (see 
page  535).  Consequently,  you  might  qualify  for  a 


special  early  withdrawal  opportunity  for  owners  of 
IRAs.  You  could  then  withdraw  funds  from  the 
rollover  IRA  account  without  penalty  if  you  take 
the  money  in  substantially  equal  periodic  payments 
designed  to  last  the  rest  of  your  life  expectancy.  You 
must  continue  to  receive  the  equal  payments  for  a 
minimum  of  five  years  or  until  age  59>/2, 
whichever  is  longer,  at  which  point  you  can  change 
the  payment  amount  to  fit  your  income  needs. 

Loans  from  the  retirement  fund. 

Most  employers  allow  workers  to  borrow  money 
from  their  qualified  retirement  plans  without  pay- 
ing a  penalty.  Borrowing  limits  are  510,000  for 
accounts  that  contain  $10,000  or  less  or  50  percent 
of  the  balance  if  the  account  contains  more  than 
$10,000,  with  an  overall  maximum  loan  of 
$50,000.  Except  for  loans  to  purchase  primary  resi- 
dences, the  money  must  be  repaid  in  five  years, 
usually  through  payroll  deduction.  About  60  per- 
cent of  workers  with  such  plans  have  an  outstand- 
ing loan.  You  cannot  borrow  from  an  IRA  or  use  an 
IRA  account  as  collateral  for  a  loan.  Borrowing 
money  from  your  plan  may  appear  to  be  an  easy, 
low-cost  way  of  getting  a  loan,  but  borrowed  funds 
do  not  continue  to  grow  and  thus  borrowing  puts 
retirement  security  at  risk. 


For  people  still  working,  the  most  familiar  annuity  is  the  deferred  annuity, 
which  builds  up  funds  prior  to  retirement.  In  this  plan,  you  regularly  give 
money  (typically  every  payday)  to  an  insurance  company,  which  invests  it.  At 
a  date  specified  in  the  contract  (such  as  a  sixtieth  birthday  or  retirement),  the 
annuity  begins  providing  a  stream  of  payments  while  the  annuitant  (the  per- 
son receiving  the  annuity)  remains  alive,  often  for  the  remainder  of  the  recipi- 
ent's life. 


Other  Annuity  Variations  As  illustrated  in  Figure  18.2  on  the  following  page,  the 
purchaser  of  annuity  may  choose  among  other  factors  to  tailor  the  annuity 
plan  to  fit  his  or  her  goals.  An  annuity  can  be  purchased  in  installments  over 
time  (installment  premium  annuity)  or  as  a  single-premium  annuity.  This 
latter  type  is  often  used  to  roll  over  funds  from  a  retirement  plan  or  receive 
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Figure  18.2 


Classifying  Annuities 


CLASSIFY  BY 


Method  of  Purchase 


Single-     I  Installment 
Premium  I    Premium 
Annuities  I    Annuities 


CLASSIFY  BY 


Variability  of 
Annuity  Payments 


CLASSIFY  BY 


Plan  for  the 

Payment  of  Proceeds 


Straight-  I  Guaranteedl 
Life  (Pure)  I    or  Refund 
Annuities  I    Annuities  I 


CLASSIFY  BY 

Number  of 
Annuitants 

Single-     |    Joint  and 

Life             Survivor 

Annuities  1    Annuities 

the  death  benefit  from  a  life  insurance  policy.  Some  annuities  are  fixed  annu- 
ities, for  which  both  the  rate  of  return  and  the  income  received  are  fixed.  Oth- 
ers are  variable  annuities,  which  allow  the  purchaser  to  choose  among 
alternatives  for  investing  the  funds,  thereby  allowing  for  variable  rates  of 
return  and  hence  income.  A  straight-life  (pure)  annuity  provides  an  income 
for  the  life  of  the  annuitant;  payments  cease  when  that  person  dies.  Alterna- 
tively, guaranteed  annuities  can  be  set  up  to  pay  a  minimum  number  of 
installments  (installments-certain  annuity),  payments  for  a  specified  time 
period  regardless  of  how  long  the  beneficiary  lives  (period-certain  annuity), 
or  a  lump  sum  to  a  beneficiary  should  the  annuitant  die  prior  to  some  agreed- 
upon  date  (cash-refund  annuity).  Some  annuities  will  cover  the  lives  of  more 
than  one  person  (joint  and  survivor  annuities)  and  are  most  often  used  by 
married  couples. 

How  to  Use  Annuities  in  Retirement  Planning  Although  the  earnings  from  the 
funds  invested  in  an  annuity  accumulate  tax-free,  you  should  not  buy  annuities 
simply  to  shelter  earnings  until  all  other  avenues  for  sheltering  contributions — 
that  is,  tax-sheltered  retirement  plans — have  been  exhausted.  For  example,  if 
Johanna  Jensen,  a  high-income  worker,  was  trying  to  save  $15,000  per  year 
toward  retirement,  first  she  should  put  $10,000  into  her  401(k)  retirement  plan 
at  work.  In  this  manner,  she  reduces  her  taxable  income  by  $10,000.  The  remain- 
ing $5000  ($15,000  -  $10,000)  could  be  invested  in  an  after-tax  salary-reduction 
plan,  tax-free  municipal  bonds,  a  cash-value  life  insurance  policy,  annuities,  or 
Roth  IRA.  If  an  annuity  is  not  part  of  a  qualified  retirement  program,  the  portion 
of  monthly  payouts  that  is  a  return  of  principal  would  be  excluded  from  taxable 
income. 

Because  annuities  carry  high  administrative  expenses  and  sales  commissions 
(loads),  people  often  choose  at  retirement  to  roll  their  lump-sum  pension  pay- 
outs into  IRA-rollover  accounts.  Retirees  who  prefer  not  to  take  responsibility  for 
investment  decisions  and  money  management  often  choose  annuities.  Investors 
who  purchase  annuities  when  interest  rates  are  low  may  find  that  their  pay- 
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Retirement 


managers  of  their  personal  finances  take  full 

advantage  of  tax  sheltering  for  funds  intended  for 

retirement.  The  following  examples  assume  that  a 

person  who  pays  income  taxes  at  the  28  percent 

rate  invests  $1000  at  the  end  of  each  year  for  20 

years  and  the  funds  earn  8  percent  annually. 

Example  1.    Make  investments  that  tax-shelter 
both  contributions  and  growth— in  a  qualified 
retirement  plan,  such  as  a  salary-reduction 
plan — and  invest  both  the  planned  sum  and 
the  tax  money  saved.  A  $1000  contribution 
into  a  qualified  plan  results  in  a  $280  reduction 
in  income  taxes  owed  for  someone  in  the  28 
percent  marginal  tax  bracket.  If  you  invest  the 
planned  sum  ($1000  in  this  example)  plus  the 
amount  of  income  taxes  saved  each  year 
($280),  the  resulting  accumulation  can  be  quite 
significant.  With  an  8  percent  annual  return 
over  20  years,  the  $1280  ($1000  +  $280)  invest- 
ment will  grow  to  $58,575  and  you  will  pay 
taxes  only  as  funds  are  withdrawn. 

Example  2.    Make  investments  that  tax-shelter 
both  contributions  and  growth— in  a  qualified 
retirement  plan,  such  as  a  salary-reduction 
plan— but  invest  only  the  planned  sum.  If  you 

invest  the  planned  sum  of  $1000  each  year  into 
a  qualified  plan,  but  choose  not  to  invest  the 
income  tax  savings  of  $280,  the  account  will 
accumulate  to  $45,760  over  20  years  and  you 
will  pay  taxes  as  growth  accumulated  is  with- 
drawn. 

Example  3.    Make  investments  that  tax-shelter 
growth  but  not  contributions— in  an  after-tax 
salary-reduction  plan,  a  nonqualified  IRA 
account,  or  a  deferred  variable  annuity.  In  this 
case,  only  $1000  is  available  to  invest  each  year 


because  no  income  tax  savings  are  generated  by 
the  contribution.  With  an  8  percent  annual 
return  over  20  years,  the  $1000  investment  will 
grow  to  $45,760  and  you  will  pay  taxes  as 
growth  accumulated  is  withdrawn. 

Example  4.    Use  a  Roth  IRA.  Once  again,  only 
$1000  is  available  to  invest  because  no  income 
tax  savings  are  generated  on  the  contribution. 
With  an  8  percent  annual  return  over  20  years, 
the  $1000  annual  investment  will  grow  to 
$45,760  with  no  taxes  owed  as  it  is  withdrawn. 
Hence,  you  will  earn  $25,760  ($45,760  -  (20  x 
$1000)]  in  tax-free  money. 

Example  5.    Make  non-tax-sheltered  invest- 
ments for  retirement,  such  us  mutual  funds 
and  high-quality  stocks  and  bonds.  Once 
again,  only  $1000  is  available  to  invest  because 
no  income  tax  savings  are  generated  by  the 
contribution.  The  8  percent  return  is  subject  to 
income  taxes,  however,  which  reduces  the 
annual  tax-equivalent  yield  to  5.76  percent  [8 
percent  x  (1  -  0.28)].  With  a  5.76  annual 
return  over  20  years,  $1000  will  grow  to 
$35,850. 

If  you  have  both  tax-sheltered  investments 
(example  1  above)  and  those  that  shelter  growth 
but  not  contributions  (examples  2  and  3  above), 
you  must  keep  meticulous  records  of  which 
investments  were  made  with  deductible  and  non- 
deductible money.  Otherwise,  you  risk  having  to 
pay  income  taxes  on  your  noH-deductible  contri- 
butions, thus  paying  taxes  twice.  Many  people 
find  it  helpful  to  use  separate  financial  institu- 
tions for  the  deductible  and  non-deductible 
contributions. 


ments  do  not  keep  pace  with  inflation.  Buying  tax-sheltered  annuities  in  install- 
ments is  likely  to  become  less  popular  due  to  the  recent  reductions  in  capital 
gains  tax  rates  and  the  advent  of  the  Roth  IRA. 
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B 


Describe  how  to  qualify 
for  the  Social  Security  retire- 
ment program  and  the  role 
that  Social  Security  plays  in 
retirement  planning. 


Social  Security  Retirement  Benefits 


The  Social  Security  program  comprises  an  amalgam  of  55  government  programs 
for  the  elderly  and  others  who  qualify  for  benefits.  Almost  50  million  pension, 
survivor,  and  disability  checks  are  mailed  each  month.  Social  Security  focuses  on 
providing  Americans  with  minimum — but  not  necessarily  adequate — protection 
against  the  loss  of  income  from  retirement,  disability,  or  death  of  a  family  wage 
earner.  Last  year  (1999),  the  average  monthly  Social  Security  retirement  check 
amounted  to  $780. 

Funding  for  Social  Security  benefits  comes  from  a  compulsory  payroll  tax 
split  equally  between  employee  and  employer.  The  Social  Security  taxes  withheld 
from  wages  are  called  FICA  taxes  (for  Federal  Insurance  Contributions  Act). 
Amounts  withheld  are  deposited  in  the  Social  Security  trust  fund  accounts, 
although  more  than  three-fourths  of  those  funds  have  been  lent  back  to  the  U.S. 
Treasury  to  finance  budget  deficits.  Social  Security  is  considered  an  unfunded 
pension  plan  run  by  the  federal  government  because  taxes  collected  from  cur- 
rent workers  pay  the  benefits  for  current  retirees.  As  a  result,  the  ability  of  the 
Social  Security  system  to  meet  Americans'  retirement  needs  continues  to  be  chal- 
lenged. Nevertheless,  Social  Security  benefits  constitute  one  of  the  most  impor- 
tant assets  in  the  life  of  a  wage  earner. 


Contributions  to  Social  Security 

Wage  earners  pay  Social  Security  FICA  taxes  on  wage  income  up  to  the  maxi- 
mum taxable  yearly  earnings,  which  comprise  the  maximum  amount  to  which 
the  full  Social  Security  tax  rate  is  applied.  The  maximum  taxable  yearly  earnings 
figure — $72,600  last  year — is  adjusted  annually  for  inflation.  In  recent  years,  the 
total  Social  Security  tax  rate  has  been  7.65  percent,  consisting  of  a  6.2  percent 
FICA  tax  and  a  1.45  percent  Medicare  tax.  Higher-income  taxpayers  pay  the  1.45 
percent  Medicare  tax  on  all  of  their  earned  income.  For  example,  a  person  earn- 
ing $25,000  pays  a  Social  Security  tax  of  $1912.50  ($25,000  x  0.0765)  and  a 
person  earning  $75,000  pays  $5588.70  {($72,600  x  0.0765)  +  [($75,000  - 
$72,600)  x  0.0145]}.  The  employer  pays  taxes  that  match  each  of  these  amounts. 
Self-employed  workers  pay  a  Social  Security  tax  rate  twice  that  of  wage  earners 
because  their  contributions  are  not  matched  by  an  employer. 


Eligibility  for  Social  Security  Retirement  Benefits 

When  a  worker  retires,  various  members  of  his  or  her  family  can  receive  bene- 
fits: the  retiree;  unmarried  children  under  age  18,  or  age  19  if  still  in  high  school; 
unmarried  children  18  or  older  who  were  severely  disabled  before  age  22  and 
who  are  still  disabled;  the  retiree's  spouse  if  aged  62  or  older;  and  the  retiree's 
spouse  younger  than  age  62  if  caring  for  a  child  under  16  (or  over  16  and  dis- 
abled) who  receives  benefits.  Electing  to  delay  receipt  of  Social  Security  benefits 
beyond  age  65  produces  a  higher  monthly  benefit  later,  with  an  adjustment  of 
plus  3  percent  for  each  year  (0.25  percent  for  each  month).  Since  1990,  the 
adjustment  has  been  gradually  increased  and  will  continue  to  do  so  until  it 
reaches  a  total  of  8  percent  per  year  in  2008. 


CHAPTER   18     Retirement  Planning  543 


Social  Security  retirement  benefits  can  be  received  as  early  as  age  62,  but 
starting  benefits  before  age  65  permanently  reduces  the  benefits  to  account  for 
the  longer  period  of  likely  benefits.  The  size  of  the  reduction  is  0.556  percent  for 
each  month  prior  to  age  65  that  benefits  begin.  A  reduction  of  20  percent  occurs 
at  age  62,  13'/3  percent  at  age  63,  and  62h  percent  at  age  64.  Thus,  someone  who 
would  be  entitled  to  a  monthly  benefit  of  $800  at  age  65  would  receive  only 
$640  [$800  -  (0.20  x  $800)]  per  month  if  he  or  she  chose  to  start  receiving  ben- 
efits at  age  62. 

For  persons  attaining  age  65  in  2003,  the  full-benefit  age  will  be  gradually 
increased  until  it  reaches  67  years  in  2022.  Reduced  benefits  will  still  be  available 
at  age  62,  but  the  reduction  for  early  benefits  will  increase  (ultimately  as  high  as 
30  percent  of  the  full  benefit)  as  the  full-benefit  retirement  age  increases.  This 
change  affects  people  born  after  1937. 

Qualifying  for  Social  Security  Benefits 

The  Social  Security  program  covers  nine  out  of  every  ten  U.S.  employees.  Some 
federal,  state,  and  local  government  employees  are  exempt  because  their 
employers  have  instituted  other  plans.  To  qualify  for  benefits,  a  worker  accumu- 
lates credits  for  employment  in  any  work  covered  by  Social  Security,  including 
part-time  and  temporary  employment.  To  qualify,  the  employment  need  not  be 
consecutive.  Military  service  also  provides  credits.  Credits  (formerly  called  quar- 
ters of  coverage)  are  calendar  units  credited  by  the  Social  Security  Administra- 
tion (SSA)  based  on  earnings  in  a  calendar  year.  Last  year,  for  example,  workers 
received  one  credit  if  they  earned  $740  and  the  annual  maximum  of  four  cred- 
its if  they  earned  $2960  (4  x  $740).  The  dollar  figure  required  for  each  credit 
earned  is  raised  annually  to  keep  pace  with  inflation. 

The  number  of  credits  determines  eligibility  for  benefits.  The  Social  Security 
Administration  recognizes  four  statuses  of  eligibility  (described  below),  and  Table 
18.2  on  the  following  page  shows  the  length-of-work  requirements  for  benefits. 

•  Fully  insured.  Fully  insured  status  requires  40  credits  and  provides  the 
worker  and  family  with  benefits  under  the  retirement,  survivor's,  and  dis- 
ability programs.  Once  obtained,  this  status  cannot  be  lost  even  if  the  person 
never  works  again.  It  is  required  to  receive  retirement  benefits.  "Fully 
insured"  does  not  imply  that  the  worker  will  receive  the  maximum  benefits 
allowable,  because  the  actual  dollar  amount  of  benefits  is  based  on  the  aver- 
age of  the  highest  35  years  of  earnings  during  the  working  years. 

•  Currently  insured.  To  achieve  currently  insured  status,  six  credits  must  be 
earned  in  the  most  recent  three  years.  This  status  provides  for  some  survivor's 
or  disability  benefits  but  no  retirement  benefits.  To  remain  eligible  for  these 
benefits,  a  worker  must  continue  to  earn  at  least  six  credits  every  three  years 
or  meet  a  minimum  number  of  covered  years  of  work  established  by  the 
Social  Security  Administration. 

•  Transitionally  insured.  Transitionally  insured  status  applies  only  to  retired 
workers  who  reach  the  age  of  72  without  accumulating  40  credits  (ten  years). 
These  people  are  eligible  for  limited  retirement  benefits. 

•  Not  insured.  Workers  younger  than  age  72  who  have  fewer  than  six  credits 
of  work  experience  are  not  insured. 
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Table   18.2 


Length-of-Work  Requirements  for  Social  Security  Benefits 
Types  of  Benefits  Payable  to 


Retirement 


You,  your  spouse,  child,  dependent  spouse 
62  or  over 


Minimum  Years  of  Work  under  Social  Security 

1 0  years  (fully  insured  status)  (If  age  62  prior 
to  1 991 ,  you  may  need  only  73A  to  9]M  years.) 


Survivors* 

Full 


Current 


Widow(er)  60  or  over,  disabled  widow(er) 
50-59,  widow(er)  if  caring  for  child  1 8  years 
or  younger,  dependent  children,  dependent 
widow(er)  62  or  over,  disabled  dependent 
widow(er)  50-61 ,  dependent  parent  at  62 

Widow(er)  caring  for  child  1 8  years  or  younger, 
dependent  children 


10  years  (fully  insured  status) 


1 V2  years  of  last  3  years  before  death 
(currently  insured  status) 


Disability 


You  and  your  dependents 


If  under  age  24,  you  need  1 V2  years  of  work  in 
the  3  years  prior  to  disablement;  if  between 
ages  24  and  31,  you  need  to  work  half  the 
time  between  when  you  turned  21  and  your 
date  of  disablement;  if  age  31  or  older,  you 
must  have  5  years  of  credit  during  the  10 
years  prior  to  disablement. 


Medicare 

Hospitalization 
(Part  A: 
automatic  benefits) 

Medical  expense 
(Part  B:  voluntary 
benefits) 


Anyone  65  or  over  plus  some  others,  such  as 
the  disabled 


Anyone  eligible  for  Part  A  and  anyone  else 
65  or  over  (payment  of  monthly  premiums 
required) 


Anyone  qualified  for  the  Social  Security 
retirement  program  is  qualified  for 
Medicare  Part  A  at  age  65;  others  may  qualify 
by  paying  a  monthly  premium  for  Part  A. 

No  prior  work  under  Social  Security  is 
required. 


Source:  U.S.  Department  of  Health  and  Human  Services. 

*  A  lump-sum  death  benefit  no  greater  than  $255  is  also  granted  to  dependents  of  those  either  fully  or  currently  insured. 


Calculation  of  Retirement  Benefits 

An  indexing  method  is  used  for  calculating  Social  Security  benefits.  This 
method  revalues  previous  wage  earnings  to  adjust  for  inflation.  Because  of 
indexing,  retirement  benefits  can  only  be  "guesstimated"  as  the  indexing  for- 
mula for  future  years  is  unknown.  Appendix  B,  "Estimating  Social  Security  Ben- 
efits," explains  how  to  make  a  fair  estimate  of  your  benefits. 

You  also  may  obtain  an  official  estimate  of  your  benefits  from  the  Social 
Security  Administration.*  A  personal  earnings  and  benefit  estimate  statement 


Telephone  the  Social  Security  Administration  at  (800)  772-1213  or  write  the  SSA  at  Box  56,  Bal- 
timore, MD  21203.  You  can  estimate  your  benefits  using  the  SSA's  program  called  "ANYP1A"  on 
the  Internet  at  (VWW.S5a.jiOV. 
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(PEBES)  is  available  for  each  worker  in  the  United  States.  This  free  statement 
shows  the  SSA's  record  of  your  lifetime  taxable  earnings  covered  under  Social 
Security  regulations,  the  estimated  taxes  paid  on  those  earnings,  and  estimates 
of  your  monthly  Social  Security  benefits  if  you  retire  at  age  62,  65,  or  70.  It  also 
shows  the  monthly  amount  that  your  survivors  would  receive  if  you  died  in  the 
current  year  and  the  monthly  disability  benefit  you  and  your  family  would 
receive  if  you  became  unable  to  work.  All  workers  aged  25  and  older  will  auto- 
matically receive  an  annual  PEBES  statement  beginning  in  2000.  Having  this 
information  will  help  you  calculate  an  estimate  of  benefits  and  compare  this 
estimate  with  your  personal  records  for  any  discrepancies.  Earnings  records  held 
by  the  Social  Security  Administration  (SSA)  should  be  kept  up-to-date  and  accu- 
rate. Workers  have  only  three  years  to  correct  errors. 

For  workers  who  have  substantial  total  earnings  in  retirement,  a  portion  of 
the  amount  of  Social  Security  benefit  represents  taxable  income.  The  marginal 
tax  rate  applied  is  the  individual's  normal  rate — usually  15  or  28  percent.  In 
addition,  limits  are  placed  on  how  much  income  a  person  may  earn  while  col- 
lecting Social  Security  retirement  benefits.  If  earned  income  exceeds  these  limits, 
the  Social  Security  retirement  benefit  will  be  reduced. 


Supplemental  Security  Income 

For  people  who  are  65  or  older,  blind,  or  disabled,  the  federal  supplemental 
security  income  (SSI)  program  might  provide  limited  monetary  benefits.  To 
qualify,  you  must  have  no  more  than  $2000  in  assets  ($3000  for  a  couple) 
excluding  a  home  or  car,  and  your  income  must  fall  below  a  certain  level.  The 
basic  monthly  check  amounts  to  approximately  $450  for  a  single  person  and 
$670  for  a  couple.  Some  states  also  pay  a  supplemental  benefit  beyond  SSI 
payments. 


M  Estimate  the  dollar 
amount  you  should  be 
saving  for  retirement. 


A  Retirement  Planning  Illustration 


Knowing  your  annual  retirement  expenditures  in  current  dollars  and  being 
knowledgeable  about  the  sources  of  income  that  might  support  these  expendi- 
tures leads  logically  to  the  question  of  how  much  money  must  be  set  aside  to 
provide  that  support.  The  Decision-Making  Worksheet  "Estimating  Retirement 
Needs  in  Today's  Dollars"  can  be  used  to  calculate  this  amount.  In  the  following 
example,  a  worker  uses  this  worksheet  to  arrive  at  the  amount  that  would  need 
to  be  saved  each  year.  Couples  could  use  the  same  worksheet  by  simply  com- 
bining their  dollar  amounts  where  appropriate.  Consider  the  case  of  William 
Handy,  aged  35  and  single,  who  is  a  medical  lab  technician  for  a  small  firm  in 
Taos,  New  Mexico.  Bill  currently  earns  $30,000  per  year  and  has  worked  for  his 
employer  since  age  24.  He  plans  to  retire  at  age  62. 

1.  Bill  has  chosen  not  to  develop  a  retirement  budget  at  this  time.  Instead,  he 
multiplied  his  current  salary  by  80  percent  to  arrive  at  an  annual  income  (in 
current  dollars)  needed  in  retirement  of  $24,000  ($30,000  x  0.80).  This 
amount  was  entered  on  line  1  of  the  worksheet. 


DECISION- 
MAKING 

Worksheet 


Estimating  Retirement  Needs  in  Today's  Dollars 


This  worksheet  will  help  you  calculate  the  annual 
amount  you  need  to  set  aside  in  today's  dollars  so 
that  you  will  have  adequate  funds  during  your 
retirement.  The  example  below  assumes  that  a  mar- 
ried person  is  now  35  years  old,  will  retire  at  age  62, 
has  a  current  income  of  $30,000,  currently  saves 
and  invests  about  $2000  per  year,  gives  zero  to  the 
company's  new  401(k)  savings  and  investment  pro- 
gram, anticipates  needing  a  retirement  income  of 
$24,000  per  year  assuming  a  spending  lifestyle  at  80 


percent  of  current  income  ($30,000  x  0.80),  and 
will  live  an  additional  20  years  beyond  retirement. 
Investment  returns  are  assumed  to  be  3  percent  after 
inflation— a  fair  estimate  for  a  typical  portfolio.  The 
financial  needs  would  differ  if  the  growth  rate  of  the 
investments  is  greater  than  3  percent.  This  approach 
simplifies  the  calculations  and  puts  the  numbers  to 
estimate  retirement  needs  into  today's  dollars.  The 
amount  saved  must  be  higher  if  substantial  inflation 
occurs. 


1.  Annual  income  needed  at  retirement  in  today's  dollars 
(Use  carefully  estimated  numbers  or  a  certain  percentage, 
such  as  70%  or  80%.) 

2.  Estimated  Social  Security  retirement  benefit  in  today's  dollars 
[Use  Appendix  B  or  telephone  the  Social  Security  Administration  at 
(800)  772-1213  for  a  projection  of  your  benefits.] 

3.  Estimated  employer  pension  benefit  in  today's  dollars  (Ask  your  retirement 
benefit  advisor  to  make  an  estimate  of  your  future  pension,  assuming 
that  you  remain  in  the  same  job  at  the  same  salary,  or  make  your 

own  conservative  estimate.) 

4.  Total  estimated  retirement  income  from  Social  Security  and  employer 
pension  in  today's  dollars  (line  2  +  line  3) 

5.  Additional  income  needed  at  retirement  in  today's  dollars  (line  1  -  line  4) 

6.  Amount  you  must  have  at  retirement  in  today's  dollars  to  receive 
additional  annual  income  in  retirement  (line  5)  for  20  years  (from 
Appendix  A.4,  assuming  a  3%  return  over  20  years,  or  14.878  x  $10,952) 

7.  Amount  already  available  as  savings  and  investments  in  today's  dollars 
(add  lines  7-A  through  7-D,  and  record  total  on  line  7-E) 

A    Employer  savings  plans,  such  as  a  401  (k),  SEP,  or  profit-sharing  plan 

B    IRAs  and  Keoghs 

C   Other  investments,  such  as  mutual  funds,  stocks,  bonds,  real  estate,  and 

other  assets  available  for  retirement 
D    If  you  wish  to  include  a  portion  of  the  equity  in  your  home  as  savings, 

enter  its  present  value  minus  the  cost  of  another  home  in  retirement 
E    Total  retirement  savings  (add  lines  A  through  D) 

8.  Future  value  of  current  savings/investments  at  time  of  retirement  (Using 
Appendix  A.I  and  a  growth  rate  of  3%  over  27  years,  the  factor  is  2.221; 
thus,  2.221  x  $12,000) 

9.  Additional  retirement  savings  and  investments  needed  at  time  of 
retirement  (line  6  -  line  8) 

10.  Annual  savings  needed  (to  reach  amount  in  line  9)  before  retirement 
(Using  Appendix  A.3  and  a  growth  rate  of  3%  over  27  years,  the  factor  is 
40.71;  thus,  $136,292  *  40.71) 

1 1 .  Current  annual  contribution  to  savings  and  investment  plans 

1 2.  Additional  amount  of  annual  savings  that  you  need  to  set  aside  in  today's 
dollars  to  achieve  retirement  goal  (in  line  1)  (line  10  -  line  1 1) 


Example  Your  Numbers 


$24,000 


$  7,248 

$  5,800 

$13,048 
$10,952 

$162,944 


0 
$4,000 

$8,000 

0 
$12,000 


$26,652 
$136,292 

$  3,348 
$  2,000 

$  1,348 
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2.  Bill  called  the  Social  Security  Administration  to  obtain  his  personal  earnings 
and  benefit  estimate  statement.  According  to  the  statement,  at  age  62  he 
could  expect  a  monthly  benefit  of  $604  (in  current  dollars).  Multiplying  by 
12  gave  an  expected  annual  Social  Security  benefit  of  $7248  (in  current  dol- 
lars), which  he  entered  on  line  2  of  the  worksheet. 

3.  Line  3  of  the  worksheet,  which  calls  for  Bill's  expected  pension  benefit,  is 
appropriate  for  defined-benefit  plans.  After  discussing  his  expected  employer 
pension  with  the  benefits  counselor  at  work,  Bill  found  that  the  company 
retirement  plan  had  recently  changed  from  a  defined-benefit  plan  to  a 
defined-contribution  plan.  His  anticipated  benefit  under  the  old  plan  would 
amount  to  approximately  $5800  annually,  assuming  that  he  remained  with 
the  company  until  his  retirement,  so  he  entered  that  figure  on  line  3. 

4.  Bill  adds  lines  2  and  3  to  determine  his  total  estimated  retirement  income 
from  Social  Security  and  employer  pension.  The  amount  on  line  4  would  be 
$13,048  ($7248  +  $5800). 

5.  Subtracting  line  4  from  line  1  reveals  that  Bill  would  need  an  additional 
income  of  $10,952  ($24,000  -  $13,048)  in  today's  dollars  from  savings  and 
investments  to  meet  his  annual  retirement  income  needs. 

6.  At  this  point,  Bill  has  considered  only  his  annual  needs  and  benefits.  Because 
he  plans  to  retire  at  age  62,  Bill  will  need  income  for  20  years  based  on  his 
life  expectancy.  (It  is  possible  that  Bill  could  live  well  into  his  eighties,  so  that 
he  would  need  the  inflation-adjusted  equivalent  of  his  annual  retirement 
expenditures  for  more  than  20  years.)  Using  Appendix  A. 4  and  assuming  a 
return  3  percent  above  the  inflation  rate,  Bill  finds  the  multiplier  14.878 
where  3  percent  and  20  years  intersect  and  calculates  that  he  needs  an  addi- 
tional amount  of  $162,944  (14.878  x  $10,952)  at  retirement. 

7.  Bill's  current  savings  and  investments  can  be  used  to  offset  the  $162,944  he 
will  need  for  retirement.  Bill  has  zero  savings  through  his  employer's  new 
401  (k)  plan,  but  he  does  have  some  money  invested  in  an  IRA,  plus  some  other 
investments.  These  amounts  are  totaled  ($12,000)  and  recorded  on  line  7. 

8.  If  left  untouched,  the  $12,000  that  Bill  has  built  up  will  continue  to  earn 
interest  and  dividends  until  he  retires.  Because  he  has  27  more  years  until 
retirement,  Bill  can  use  Appendix  A.l  and,  assuming  a  growth  rate  of  3  per- 
cent over  27  years,  find  the  factor  2.221  and  multiply  it  by  the  total  amount 
in  line  7.  Bill's  $12,000  should  have  a  future  value  of  $26,652  at  his  retire- 
ment, so  he  puts  this  amount  on  line  8. 

9.  Subtracting  line  8  from  line  6  reveals  that  Bill  will  need  a  nest  egg  of 
$136,292  at  the  time  of  retirement. 

10.  Using  Appendix  A. 3  and  a  growth  rate  of  3  percent  over  27  years,  Bill  finds  a 
factor  of  40.71.  When  divided  into  $136,292,  it  reveals  that  he  needs  savings 
and  investments  of  $3348  per  year  until  retirement. 

11.  Bill  records  his  current  savings  and  investments  of  $2000  per  year  on  line  11. 

12.  Bill  subtracts  line  11  from  line  10  to  determine  the  additional  amount  of 
annual  savings  that  he  should  set  aside  in  today's  dollars  to  achieve  his  retire- 
ment goal.  His  shortfall  totals  $1348  per  year.  By  saving  about  $112  each 
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month  ($1348  ■*■  12),  he  can  reach  his  retirement  goal  established  in  step  1. 
Bill  would  be  wise  to  discuss  with  his  benefits  counselor  how  much  he  can 
save  and  invest  via  the  company's  new  401  (k)  program. 

Bill  could  take  steps  to  catch  up  by  contributing  an  additional  SI 348  per  year 
into  the  company  401(k)  plan — that  is,  almost  4J/2  percent  of  his  salary.  For  a 
margin  of  safety,  and  if  the  rules  of  his  employer's  pension  plan  permit,  he  could 
save  an  additional  1  to  V/2  percent  of  his  salary.  His  employer  may  also  possibly 
match  some  or  all  of  Bill's  401  (k)  contributions. 

Note  that  Bill  needs  to  set  aside  an  additional  SI 348  in  current  dollars.  That 
amount  assumes  that  the  growth  of  his  investments  will  be  3  percent  greater 
than  the  inflation  rate,  a  reasonable  assumption.  But,  as  his  income  goes  up,  Bill 
should  increase  this  amount. 


HOW 


Reframe  Your  Thinking  about  Retirement  Savings 


The  large  dollar  amount  required  for  a  retirement 
nest  egg  can  be  very  scary.  A  novel  approach  to 
thinking  about  retirement  saving  has  been  devel- 
oped by  Dennis  R.  Ackley  of  Watson  Wyatt  World- 
wide. He  suggests  looking  at  your  retirement  as 
something  you  "buy."  The  "retail  price"  is  the  nest 
egg  itself.  From  that  amount  you  can  subtract  "dis- 
counts" for  employer-based  retirement  plans,  Social 


Security,  and  any  funds  you  have  already  accumu- 
lated. Then  you  identify  the  difference— the  short- 
fall indicted  on  line  9  of  the  Decision-Making 
Worksheet— and  buy  it  on  the  "layaway  plan."  The 
additional  amounts  you  periodically  save  and 
invest  are  therefore  the  "layaway  payments"  with 
which  you  "buy"  your  retirement. 


Summary 

1.  Times  have  radically  changed  for  workers 
and  retirees,  particularly  with  the  shift  from 
the  employer  to  the  employee  of  both  the 
obligation  to  invest  and  the  risk  of  making 
poor  investments. 

2.  Experts  estimate  that  retirees  need  75  to  90 
percent  of  their  income  to  maintain  a  com- 
fortable lifestyle,  and  higher-income  people 
must  rely  upon  employer-provided  and  sup- 
plemental retirement  plans  as  well  as  savings 
and  investments  to  support  an  appropriate 
level  of  living. 


3.  The  two  advantages  of  qualified  retirement 
plans  are  that  tax-deductible  contributions 
create  larger  returns  and  tax-deferred  growth 
enhances  earnings. 

4.  Analyzing  any  employer-sponsored  retire- 
ment plan  is  vital  in  retirement  planning. 
The  Employee  Retirement  Income  Security 
Act  (ERISA)  regulates  such  plans,  including 
employee  participation  and  vesting.  The 
once-traditional  defined-benefit  plan  is  being 
replaced  today  by  defined-contribution 
plans.  A  number  of  other  types  of  employer- 
sponsored  retirement  plans  also  exist. 

5.  Personal  retirement  plans  include  individual 
retirement  accounts  (IRAs),  simplified 
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employee  pension  plan-individual  retire- 
ment accounts  (SEP-lRAs),  Keogh  plans,  and 
annuities. 

6.  Social  Security  retirement  benefits  are  funded 
by  worker-  and  employer-paid  taxes  and  may 
provide  an  important — but  insufficient — por- 
tion of  income  needed  during  retirement 
years. 

7.  An  illustration  of  planning  for  retirement 
reveals  that  it  is  possible  to  avoid  having  to 
accumulate  the  money  needed  for  retirement 
in  a  hurry.  The  process  begins  with  estimat- 
ing retirement  expenses  and  sources  of 
income  and  ends  with  estimating  the  addi- 
tional dollar  amount  to  be  set  aside  for 
retirement  each  year. 


Key  Words  &  Concepts 

after-tax  salary-reduction  plan       532 

defined-benefit  plan       527 

defined-contribution  plan       528 

401  (k)  salary-reduction  plan       529 

guaranteed  investment  contract  (GIC)       530 

individual  retirement  account  (IRA)       535 

Keogh  plan        538 

maximum  taxable  yearly  earnings       542 

personal  earnings  and  benefit  estimate  statement 
(PEBES)        544 

portability        529 

qualified  domestic-relations  order  (QDRO) 
535 

qualified  retirement  plans        525 

rollover        537 

salary-reduction  plans        529 

self-directed  retirement  plan       529 

tax-sheltered  retirement  plans       525 

unfunded  pension  plan        527 

variable  annuities        540 

vesting        526 


Questions  for  Thought  &  Discussion 

1 .  List  three  examples  of  the  radical  changes  for 
workers  and  retirees  that  have  occurred  in 
recent  years. 

2.  What  are  the  three  steps  to  estimating  retire- 
ment needs? 

3.  What  are  the  likely  sources  and  amounts  of 
income  for  the  average  person  considering 
retirement? 

4.  What  is  a  tax-sheltered  (qualified)  retirement 
plan?  In  what  two  ways  can  such  a  plan  help 
decrease  your  income  tax  liability? 

5.  Using  an  example,  explain  how  putting 
money  into  a  tax-sheltered  retirement  plan 
can  create  larger  returns  than  putting  the 
same  money  into  a  bank. 

6.  Using  an  example,  explain  how  putting 
money  into  a  tax-sheltered  retirement  plan 
enhances  earnings. 

7.  Summarize  why  it  is  best  to  begin  a  tax- 
sheltered  retirement  plan  at  an  early  age. 

8.  What  penalties  are  levied  if  you  take  money 
out  of  a  tax-sheltered  retirement  plan  prior 
to  age  591/2? 

9.  Why  is  vesting  important  to  a  person  cov- 
ered by  an  employer-sponsored  retirement 
plan? 

10.  Distinguish  between  cliff  vesting  and  gradu- 
ated vesting. 

11.  Distinguish  between  a  defined-contribution 
plan  and  a  defined-benefit  plan. 

12.  Distinguish  between  funded  and  unfunded 
plans. 

13.  What  disadvantage  arises  when  retirement 
benefits  are  integrated  with  Social  Security 
benefits? 

14.  What  effect  does  early  retirement  have  on  a 
worker's  benefit?  Why  does  it  occur? 

15.  Why  are  defined-contribution  plans  gradu- 
ally replacing  defined-benefit  plans? 

16.  Distinguish  between  contributory  and  non- 
contributory  retirement  plans. 
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17.  Define  "portability"  as  a  feature  of  pension 
plans. 

18.  Explain  the  20  percent  withholding  rule  for 
early  withdrawals  from  retirement  plans. 

19.  What  bonus  situation  do  many  employers 
provide  with  salary-reduction  plans?  Explain 
how  this  approach  is  useful  to  the  employee. 

20.  What  is  the  benefit  to  the  employee  of  tak- 
ing an  early  retirement  payout  using  ten-year 
averaging? 

21.  What  dangers  exist  if  a  married  worker  is 
considering  changing  his  or  her  survivor's 
retirement  benefit  from  a  joint  and  survivor 
annuity  to  a  single-life  annuity? 

22.  What  is  an  after-tax  salary-reduction  plan, 
and  what  advantage  does  it  offer  the  finan- 
cial manager? 

23.  Differentiate  between  an  employee  stock- 
ownership  plan  (ESOP)  and  a  profit-sharing 
plan. 

24.  List  two  questions  that  might  be  asked  about 
an  employer-sponsored  retirement  plan. 

25.  What  is  an  IRA,  and  how  can  it  be  used  as  a 
tax-sheltered  retirement  plan? 

26.  Distinguish  between  a  deductible  IRA 
account  and  a  Roth  IRA. 

27.  Who  should  consider  establishing  a  Keogh 
plan? 

28.  What  three  reasons  can  a  person  use  to 
receive  his  or  her  qualified  retirement  funds 
early? 

29.  Distinguish  between  a  fixed  annuity  and  a 
variable  annuity. 

30.  What  impact  does  early  retirement  have  on 
Social  Security  retirement  benefits? 

31.  Distinguish  between  "fully  insured"  and  "cur- 
rently insured"  for  Social  Security  benefits. 


DECISION-MAKING  CASES 


I 


Case  1     Estimating  Early  and  Normal 
Retirement  Benefits 

Ben  Dietrick  of  St.  Louis,  Missouri,  age  35,  is  sin- 
gle and  does  not  expect  to  marry.  He  is  busily 


making  plans  for  his  retirement.  He  is  anxious  to 
maintain  his  current  lifestyle  without  "scrimp- 
ing," but  still  wants  to  actively  start  saving  for  his 
retirement  to  take  advantage  of  compounding. 
Currently,  Ben  earns  $40,000  per  year,  with  an 
adjusted  gross  income  of  $39,135  and  an  after-tax 
income  of  $28,750.  He  anticipates  receiving 
$10,265  from  Social  Security  annually,  and 
$12,865  per  year  in  pension  benefits  upon  his 
retirement  at  age  65.  If  he  retires  at  age  55,  his 
pension  benefits  will  be  approximately  $9500.  To 
date,  Ben  has  about  $10,000  of  investments. 

(a)  Using  the  Decision-Making  Worksheet  on 
page  546,  calculate  the  additional  amount  of 
annual  savings  that  Ben  needs  to  set  aside  to 
reach  his  goal  of  retiring  at  age  55  with  70 
percent  of  his  current  income. 

(b)  What  amount  of  savings  for  retirement 
would  Ben  need  if  he  decided  to  work  to  age 
65?  Use  the  same  worksheet  to  solve  for  the 
answer. 

(c)  Would  you  recommend  Ben  invest  in  an  IRA 
or  a  Roth  IRA?  Why  or  why  not? 

Case  2    Calculation  of  Annual  Savings  Needed 
to  Meet  a  Retirement  Goal 

Melinda  Smith,  age  40,  single  and  from  San  Diego, 
California,  is  trying  to  estimate  the  amount  she 
needs  to  save  annually  to  meet  her  retirement 
needs.  Melinda  currently  earns  $40,000  per  year. 
She  expects  to  need  80  percent  of  her  current 
salary  to  live  on  at  retirement.  She  expects  $825 
per  month  in  Social  Security  benefits.  Using  the 
Decision-Making  Worksheet  on  page  546,  calcu- 
late answers  to  the  following  questions: 

(a)  What  annual  income  would  Melinda  need 
for  retirement? 

(b)  What  would  her  annual  expected  Social 
Security  benefit  be? 

(c)  Melinda  expects  to  receive  $500  per  month 
from  her  pension  at  work.  What  is  her 
annual  benefit? 

(d)  How  much  annual  retirement  income  will 
she  need  from  savings? 

(e)  How  much  will  Melinda  need  to  save  by 
retirement  in  today's  dollars  if  she  plans  to 
retire  at  age  65? 
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(f)  Melinda  currently  has  $5000  in  an  IRA 
account.  Assuming  a  growth  rate  of  8  per- 
cent, what  will  the  value  of  her  IRA  savings 
be  when  she  retires? 

(g)  How  much  will  she  still  need  to  save? 

(h)  What  is  the  annual  amount  she  needs  to 
save  to  reach  this  goal? 


Financial  Math  Questions 

1.  ■■   Mike  Shanahan  is  considering  the  tax 
^S£   consequences  of  investing  $2000  at  the 

end  of  each  year  for  20  years,  assuming  that 
the  investment  earns  6  percent  annually. 

(a)  How  much  will  the  account  total  if  both 
contributions  and  growth  of  the  invest- 
ment remain  sheltered  from  taxes? 

(b)  How  much  will  the  account  total  if 
growth  remains  tax-sheltered  but  not 
contributions? 

(c)  How  much  will  the  account  total  if  the 
investments  are  not  sheltered  at  all  from 
taxes?  See  the  examples  in  the  "Tax  Con- 
siderations and  Consequences"  on  page 
541  for  guidance.  [Hint:  Use  Appendix 
A. 3  or  the  Garman/Forgue  Web  site.] 

2.  Over  the  years,  Joe  and  Marie  Paget  have 
accumulated  $200,000  and  $220,000,  respec- 
tively, in  their  qualified  retirement  plans.  If 
the  amounts  in  the  two  plans  earn  a  6  per- 
cent rate  of  return  over  Joe  and  Marie's  antic- 
ipated 20  years  of  retirement,  how  large  an 
amount  could  be  withdrawn  from  the  two 
funds  each  month?  Use  the  table  in  the 
boxed  feature  on  page  534  to  make  your  cal- 
culations or  the  Garman/Forgue  Web  site  or 
Appendix  A. 4. 

3.  As  Joe  Paget  is  an  aggressive  investor  and  he 
is  lucky,  assume  that  his  $200,000  nest  egg 
will  earn  8  percent  while  his  wife  Marie's 
investments  earn  6  percent.  How  large  an 
amount  could  be  withdrawn  from  the  two 
funds  each  month  over  the  next  20  years? 
Use  the  table  in  the  boxed  feature  on  page 
534  to  make  your  calculations  or  the  Gar- 
man/Forgue Web  site  or  Appendix  A. 4. 


4.  Madeline  and  Grover  Murray  desire  an 
annual  retirement  income  of  $40,000  and 
they  expect  to  live  for  20  years  past  retire- 
ment. Assuming  that  they  could  earn  a  3 
percent  after-tax  and  after-inflation  rate  of 
return  on  their  investments,  what  amount  of 
accumulated  savings  and  investments  would 
they  need?  Use  Appendix  A. 4  or  the  Gar- 
man/Forgue  Web  site  to  solve  for  the  answer. 

5.  Raul  and  Juanita  Selenas  hope  to  sell  their 
large  home  for  $280,000  and  retire  to  a 
smaller  residence  valued  at  $150,000.  After 
they  sell,  they  plan  to  invest  the  $130,000  in 
equity  ($280,000  -  $150,000  omitting  sell- 
ing expenses)  and  earn  a  6  percent  after-tax 
return.  Approximately  how  much  annual 
income  will  that  money  earn?  Use  Appendix 
A. 4  or  the  Garman/Forgue  Web  site  to  solve 
for  the  answer. 

6.  Laura  Graves  plans  to  invest  $3000  in  a 
mutual  fund  for  the  next  25  years  to  accu- 
mulate a  retirement  fund.  Her  twin  sister 
Linda  plans  to  invest  the  same  amount  for 
the  same  length  of  time  in  the  same  mutual 
fund  but,  instead  of  investing  with  after- 
tax money,  she  will  invest  through  a  tax- 
sheltered  salary-reduction  retirement  plan. 
If  both  mutual  fund  accounts  provide  a  9 
percent  rate  of  return,  how  much  more  will 
Linda  have  in  her  retirement  account  after 
25  years  if  she  also  invests  the  taxes  she 
saves  each  year?  Assume  both  women  pay 
income  taxes  at  a  28  percent  rate.  Use 
Appendix  A. 3  or  the  Garman/Forgue  Web 
site  to  solve  for  the  answer. 

7.  Rita  Jones  is  currently  putting  $9500  per  year 
into  her  tax-sheltered  salary-reduction  pro- 
gram at  work.  Rita's  employer  offers  to 
match  $0.50  for  each  $1  contributed  to  the 
retirement  plan  up  to  6  percent  of  salary — 
$4200  in  Rita's  case,  as  her  annual  salary  is 
$70,000.  How  much  will  Rita  accumulate 
after  18  years  if  her  annual  $9500  invest- 
ments plus  the  employer's  $2100  contribu- 
tions grow  at  a  2  percent  rate  of  return  after 
taxes  and  inflation?  (Rita  assumes  that  her 
increases  in  salary  will  equal  the  value  of 
inflation  and  income  taxes,  and  thus  her  real 
income  will  not  change.)  Use  Appendix  A. 3 
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or  the  Gannan/Forgiie  Web  site  to  solve  for 
the  answer. 

8.   Roy  Wells  wants  to  invest  $4000  annually  for 
his  retirement  30  years  from  now.  He  has  a 
conservative  investment  philosophy  and 
expects  to  earn  a  return  of  4  percent  in  a  tax- 
sheltered  account.  If  he  took  a  more  aggres- 
sive investment  approach  and  earned  a 
return  of  6  percent,  how  much  more  would 
Roy  accumulate?  Use  Appendix  A. 3  or  the 
Garman/Forgue  Web  site  to  solve  for  the 
answer. 


MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria's  Retirement  Plans 

Victor,  now  aged  61,  and  Maria,  aged  59,  are  retir- 
ing at  the  end  of  the  year.  Since  his  retail  manage- 
ment employer  changed  from  a  defined-benefit  to 
a  defined-contribution  retirement  plan  ten  years 
ago,  Victor  has  been  contributing  the  maximum 
amount  of  his  salary  to  several  different  mutual 
funds  offered  through  the  plan,  although  his 
employer  never  matched  any  of  his  contributions. 
Victor's  tax-sheltered  plan,  which  now  has  a  bal- 
ance of  $144,000,  has  been  growing  at  a  rate  of  9 
percent  through  the  years.  Under  the  previous 
defined-benefit  plan,  Victor  is  entitled  to  a  single- 
life  pension  of  $360  per  month  or  a  joint  and  sur- 
vivor option  paying  $240  monthly.  The  value  of 
Victor's  investment  of  $20,000  in  Pharmacia  & 
Upjohn  eight  years  ago  has  now  grown  to 
$56,000. 

Maria's  earlier  career  as  a  dental  hygienist  pro- 
vided no  retirement  program,  although  she  did 
save  $10,000  via  her  credit  union,  which  was  later 
used  to  purchase  zero-coupon  bonds  now  worth 
$28,000.  Maria's  second  career  as  a  pharmaceuti- 
cal representative  for  Pharmacia  &  Upjohn 
allowed  her  to  contribute  about  $27,000  to  her 
pension  plan  over  the  past  nine  years.  Pharmacia 
&  Upjohn  matched  a  portion  of  her  contributions, 
and  that  account  is  now  worth  $112,000;  its 
growth  rate  has  been  about  8  to  10  percent  annu- 
ally. When  Maria's  mother  died  last  year,  she 
inherited  her  mother's  home,  which  is  rented  for 


$900  per  month;  the  house  has  a  market  value  of 
$120,000.  The  Hernandezes'  personal  residence  is 
worth  $180,000.  They  pay  income  taxes  at  a  28 
percent  rate. 

1.  Sum  up  the  present  values  of  the  Hernan- 
dezes' assets,  excluding  their  personal  resi- 
dence, and  identify  which  assets  derive  from 
tax-sheltered  plans. 

2.  Assume  that  the  Hernandezes  sold  their 
stocks,  bonds,  and  the  rental  property  and 
realized  $188,000  after  income  taxes  and 
commissions.  If  that  amount  earned  a  7  per- 
cent rate  of  return  over  the  Hernandezes' 
anticipated  20  years  of  retirement,  how  large 
an  amount  could  be  withdrawn  each 
month?  How  large  a  monthly  amount  could 
be  withdrawn  if  the  proceeds  earned  6  per- 
cent? Use  the  table  in  the  boxed  feature  on 
page  534  to  make  your  calculations,  or  use 
Appendix  A. 4. 

3.  Victor's  $144,000  and  Maria's  $112,000  pen- 
sions have  been  sheltered  from  income  taxes 
for  many  years.  Explain  the  advantages  the 
couple  received  by  leaving  the  money  in  the 
tax-sheltered  accounts.  Offer  them  a  reason 
not  to  keep  the  money  in  the  accounts. 

The  Johnsons  Consider  Retirement  Planning 

Harry  Johnson's  father,  William,  was  recently 
forced  into  early  retirement  at  age  63  because  of 
poor  health.  In  addition  to  the  psychological 
impact  of  the  unanticipated  retirement,  William's 
financial  situation  is  poor  because  he  had  not 
planned  adequately  for  retirement.  The  situation 
has  inspired  Harry  and  Belinda  to  take  a  look  at 
their  own  retirement  planning.  Together  they 
now  make  about  $57,000  per  year  and  would  like 
to  have  a  similar  level  of  income  when  they  retire. 
Harry  and  Belinda  are  both  28  years  old  and, 
although  retirement  is  a  long  way  off,  they  know 
that  the  sooner  they  start  a  retirement  plan,  the 
larger  their  nest  egg  will  be. 

1.     ■■    Belinda  believes  that  the  couple  could 
—   maintain  their  current  level  of  living  if 
their  retirement  income  represented  75  per- 
cent of  their  current  annual  income  after 
adjusting  for  inflation.  Assuming  a  4  percent 
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inflation  rate,  what  would  Harry  and 
Belinda's  annual  income  need  to  be  when 
they  retire  at  age  65?  (Hint:  Use  Appendix 
A.l  or  visit  the  Garman/Forgue  Web  site.) 

2.  Both  Harry  and  Belinda  are  covered  by  a 
defined-contribution  pension  plan  at  work. 
Harry's  employer  contributes  $1000  per  year 
and  Belinda's  employer  contributes  $2000 
per  year.  Assuming  a  7  percent  rate  of  return, 
what  would  their  nest  egg  total  at  retirement 
40  years  from  now?  (Hint:  Use  Appendix  A. 3 
or  visit  the  Garman/Forgue  Web  site.) 

3.  For  how  many  years  would  the  nest  egg  pro- 
vide the  amount  of  income  indicated  in 
question  1?  Assume  a  4  percent  return  after 
taxes  and  inflation.  (Hint:  Use  Appendix  A. 4 
or  visit  the  Garman/Forgue  Web  site.) 

4.  One  of  Harry's  dreams  is  to  retire  at  age  55. 
What  would  the  answers  to  questions  1,  2, 
and  3  be  if  he  and  Belinda  were  to  retire  at 
that  age? 

5.  How  would  early  retirement  at  age  55  affect 
their  Social  Security  benefits? 

6.  What  would  you  advise  Harry  and  Belinda  to 
do  to  meet  their  income  needs  for  retire- 
ment? 


Wu. 


Exploring  the  World  Wide 
lp>      Web  of  Personal  Finance 

--■=^=--y       To  complete  these  exercises,  go 
to  the  Garman/Forgue  Web  site  at 

www.hmco.com/college/business/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Use  the  Retirement  Planning  Worksheet  on 
page  546  of  the  text  or  on  the  Garman/Forgue 
Web  site  to  estimate  the  additional  amount 


you  would  need  to  save  to  reach  your  retire- 
ment goal.  Then  visit  the  T.  Rowe  Price  Web 
site,  where  you  will  find  a  similar  worksheet. 
Use  it  to  estimate  your  retirement  savings 
needs  using  similar  assumptions.  What 
explanation  can  you  give  to  account  for  the 
differences  in  the  two  estimates? 

2.  Download  the  electronic  version  of  the 
Social  Security  Administration's  Social  Secu- 
rity Benefits  Estimate  software.  Use  the  pro- 
gram to  estimate  your  Social  Security 
benefits  or  order  your  personal  earnings  and 
benefits  estimate  statement  on-line. 

3.  Visit  the  Web  site  of  the  American  Associa- 
tion of  Retired  Persons  (AARP).  Investigate 
AARP's  answers  to  the  following  questions:  Is 
the  Social  Security  system  broke?  Will  Social 
Security  be  there  for  you  when  you  retire? 
Would  you  do  better  investing  your  money 
on  your  own? 

4.  Visit  the  Web  site  for  the  Evergreen  Funds. 
Use  its  IRA  calculator  to  determine  whether 
you  would  be  better  off  using  a  traditional 
IRA  or  a  Roth  IRA  account. 

5.  Visit  the  Web  site  for  Valic.  Click  on  "spon- 
soring a  plan"  and  then  "setting  up  a  plan." 
There  you  will  find  a  compilation  of  the  rela- 
tive attributes  of  traditional  defined-benefit 
plans  and  traditional  defined-contribution 
plans  from  the  perspective  of  an  employer. 
Describe  three  benefits  of  each  from  the  per- 
spective of  a  worker  based  on  what  you  have 
read. 

6.  Visit  the  Web  site  for  CNNFN,  where  you 
will  find  an  article  on  401(k)  fees  and  the 
effect  they  can  have  on  retirement  savings. 
Develop  a  list  of  four  or  five  questions  that 
employees  with  a  401  (k)  plan  might  ask  their 
employer  about  the  fees  charged  under  their 
plan.  Then  visit  the  Web  site  for  the  U.S. 
Department  of  Labor,  where  you  can  down- 
load a  copy  of  its  brochure  on  understanding 
401  (k)  fees. 
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OBJECTIVES 

After  reading  this  chapter,  you  should  be  able  to: 


m    Describe  how  an  estate  is 
distributed  by  a  probate 
court  when  one  dies  with  or 
without  a  will. 


■J    Summarize  two  ways 
that  assets  may  be  distrib- 
uted using  prearranged 
actions  outside  of  probate 
court. 


J  Explain  how  to  use  trusts 
to  transfer  assets  and  reduce 
taxes. 


■J    Understand  techniques 
used  to  protect  the  value  of 
an  estate  from  gift,  estate, 
and  inheritance  taxes. 


You  will  likely  work  hard  over  the  course  of  your  lifetime  to  build  an  estate 
(the  wealth  accumulated  over  a  lifetime)  that  could  total  as  much  as  SI  or 
$2  million.  It  would  be  unfortunate  to  have  this  wealth  decimated  upon 
your  death  because  of  incorrect  transfers  of  pension  and  life  insurance  benefits 
and  excessive  expenditures  on  lawyers,  estate  administration,  and  taxes. 

Estate  planning  encompasses  managing,  conserving,  and  distributing  an 
estate  in  the  manner  that  most  efficiently  and  effectively  accomplishes  your  per- 
sonal objectives.  It  involves  establishing,  implementing,  and  revising  plans  to 
protect  wealth  from  taxes  and  other  costs  that  can  erode  wealth.  Managing  the 
proper  ownership  of  assets  both  during  one's  life  and  after  one's  death  can 
ensure  the  proper  distribution  of  assets  and  income  to  heirs.  Thus,  estate  plan- 
ning offers  benefits  both  before  and  after  death.  Estate  planning  no  longer 
applies  only  to  the  "rich"  because  rising  values  of  real  estate  and  pension  plans 
have  pushed  many  people's  wealth  toward  higher  levels.  This  chapter  examines 
the  basic  steps  in  estate  planning.  It  is  arranged  to  first  consider  distributions  by 
probate  court  and  then  distributions  by  prearrangement  (including  trusts).  The 
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final  section  discusses  ways  to  protect  the  value  of  an  estate  from  transfer  taxes. 
We  recommend  that  you  read  further  on  the  subject  and  consult  with  a  compe- 
tent attorney  before  taking  specific  actions. 


Distributions  by  Probate  Court 


U    Describe  how  an  estate  is 
distributed  by  a  probate 
court  when  one  dies  with  or 
without  a  will. 


Probate  is  a  court-supervised  transfer  of  a  decedent's  assets  to  the  rightful  bene- 
ficiaries. The  probate  process  ensures  that  the  assets  are  distributed  according  to 
a  properly  executed  and  valid  will,  or,  when  no  will  exists,  to  the  persons,  agen- 
cies, or  organizations  required  by  state  law.  The  probate  court  also  attempts  to 
see  that  the  debts,  taxes,  and  expenses  of  the  deceased  are  paid. 

State  laws  usually  require  the  probate  period  to  last  a  minimum  of  six 
months  to  give  sufficient  time  for  persons  to  file  claims  against  the  estate.  Pro- 
bate costs  can  claim  as  much  as  4  to  10  percent  of  the  assets  in  the  estate.  Thus, 
an  estate  loses  value  when  going  through  probate  because  it  is  eroded  by  the 
costs  of  executing  the  transfers.  Most  states  permit  small  estates  (usually  less 
than  $60,000  in  assets  subject  to  probate)  to  be  distributed  with  minimal  pro- 
bate court  involvement. 

Avoiding  probate  means  that  the  court  does  not  oversee  the  process  of  pub- 
licly administering  an  estate.  It  also  ensures  faster  settlement  and  lower  admin- 
istrative costs. 

Not  all  property  goes  through  this  court-supervised  process.  Thus,  a  distinc- 
tion must  be  made  between  probate  and  nonprobate  property.  Nonprobate 
property,  which  does  not  go  through  probate,  includes  assets  transferred  to  sur- 
vivors by  contract  or  by  operation  of  law  rather  than  via  a  will.  Examples  include 
insurance  proceeds  not  payable  to  the  estate,  retirement  plan  benefits,  personal 
pension  plans,  annuities,  and  assets  jointly  owned  with  right  of  survivorship. 
Essentially,  nonprobate  property  transfers  are  prearranged.  Nonprobate  assets  do 
not  become  subject  to  claims  for  the  decedent's  debts  and  expenses  against  the 
estate.  If  the  entire  estate  consists  of  nonprobate  assets,  probate  procedures  gen- 
erally are  unnecessary  and  the  assets  are  simply  distributed  as  required.  Tech- 
niques for  this  type  of  estate  planning  are  examined  later  in  the  chapter. 

Probate  property,  which  goes  through  the  probate  process,  includes  prop- 
erty transferred  by  a  will,  the  value  of  assets  owned  solely  in  the  name  of  the 
deceased,  that  person's  proportionate  share  of  any  tenancies  in  common  (but 
not  that  jointly  owned  with  right  of  survivorship),  the  proceeds  of  life  insurance 
payable  to  the  estate  of  the  deceased,  and,  in  some  states,  the  decedent's  half  of 
community  property  owned  with  a  spouse.  These  assets  are  known  as  the  pro- 
bate estate.  Generally,  a  decedent's  probate  estate  consists  of  property  that  the 
decedent  owned  individually.  Ownership  is  discussed  on  pages  138-140. 


Distributions  Dictated  by  a  Will 

If  you  die  with  a  will,  the  probate  court  will  distribute  your  assets  according  to 
its  provisions.  A  will  is  a  written  document  that  directs  the  disposition  of  your 
assets  at  death;  it  generally  serves  as  the  basis  for  estate  planning.  The  major 
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functions  of  a  will  are:  (1)  to  transfer  assets  to  particular  people  and  organiza- 
tions; (2)  to  choose  the  executor,  trustees,  and  others  who  will  administer  the 
estate;  and  (3)  to  reduce  the  tax  liability  on  the  estate  of  the  deceased. 

Legal  Terms  Used  in  a  Will  The  person  who  makes  a  will  is  called  a  testator  and 
upon  death  is  legally  referred  to  as  the  decedent.  A  person  who  dies  with  a  valid 
will  has  died  testate,  rather  than  intestate.  Anyone  who  has  reached  the  age  of 
majority  in  a  particular  state  (usually  18  years  of  age)  and  is  of  sound  mind  may 
"have  the  capacity"  to  make  a  legally  valid  will.  A  person  receiving  property 
identified  in  a  will  is  called  a  beneficiary. 

The  will  names  an  executor  or  executrix  (female  executor),  also  known  as  a 
personal  representative,  to  carry  out  the  directions  and  requests  contained  in 
the  will.  The  executor  must  petition  the  probate  court  to  be  officially  designated 
as  the  personal  representative.  Once  the  petition  is  approved,  the  executor  is 
then  provided  a  certain  amount  of  legal  power  by  the  state  to  carry  out  appro- 
priate functions  for  the  deceased.  This  person  has  a  large  number  of  duties,  as 
noted  in  the  boxed  feature,  "Did  You  Know?  The  Responsibilities  of  an  Executor 
of  an  Estate."  A  person  with  basic  accounting  skills  who  can  handle  standardize^! 
forms  is  probably  well  suited  to  be  an  executor.  In  addition,  your  executor  needs 
to  understand  the  personal  aspects  of  your  estate.  Because  that  combination  may 
be  difficult  to  find,  many  wills  name  co-executors.  These  executors  also  may 
sometimes  need  guidance  from  an  attorney. 

Types  of  Wills  Some  people  write  their  own  informal  wills — most  of  which  are 
later  deemed  invalid.  Many  are  thrown  out  by  the  courts  because  state  laws  typ- 
ically do  not  recognize  such  wills;  others  are  voided  because  of  some  seemingly 
minor  error  in  drafting.  When  the  court  rejects  a  will,  the  deceased  is  assumed 
to  have  died  intestate. 

A  holographic  will  is  handwritten  entirely  by  the  person  signing  it  and  often 
is,  as  some  states  require,  dated  and  signed  with  the  same  handwriting.  Approxi- 
mately 35  states  will  not  recognize  the  authority  of  a  holographic  will,  and,  in 
general,  even  witnessed  holographic  wills  are  often  not  honored  by  courts.  Typed 
or  preprinted  wills  that  are  signed  but  lack  witnesses  are  typically  rejected  as  well. 
All  states  declare  invalid  a  videotape  of  a  person  reciting  his  or  her  bequests 
because  tapes  can  be  easily  altered.  Another  frequently  discredited  informal  will 
is  a  nuncupative  will — an  oral  will  spoken  by  a  dying  individual  to  another  per- 
son or  persons.  Clearly,  making  a  will  is  not  a  casual  undertaking. 

For  a  will  to  be  valid  in  a  decedent's  state  of  residence,  the  signatures  of  two 
or  three  witnesses  are  usually  needed.  A  proper  witness  is  a  person  who  will  not 
profit  from  the  will.  When  properly  drafted,  signed,  and  witnessed,  the  form  is 
usually  termed  a  formal  will.  A  will  drafted  by  an  attorney  is  an  example  of  a 
formal  will.  It  is  least  likely  to  be  successfully  challenged.  A  simple  formal  will 
prepared  by  an  attorney  can  cost  $100  to  $200,  and  a  complex  one  costs  more. 

Some  people  choose  to  complete  a  fill-in-the-blank  document  as  a  will.  To 
complete  such  a  will,  the  individual  answers  a  series  of  written  or  computer- 
generated  questions  from  commercially  available  sources.*  Such  wills  have  draw- 
backs, however,  in  that  they  usually  do  not  effectively  provide  for  tax  planning 

Examples  include  WillMaker  (Nolo  Press),  Home  Lawyer  (MECA  Software),  Personal  Lawyer  (Imsi 
Software),  and  Quicken  Family  Lawyer  (Intuit). 
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Did  You 


KNOW 


The  Responsibilities  of  an  Executor  of  an  Estate 


Because  of  the  many  duties  and  obligations 
required  of  the  person  who  is  named  the  executor 
of  an  estate,  many  people  direct  in  their  will  that 
an  attorney  be  appointed  to  perform  the  tasks.  This 
provision  spares  a  friend  or  relative  from  the  chal- 
lenging and  time-consuming  efforts  required.  The 
following  list  outlines  the  basic  tasks  required  of 
someone  who  has  taken  on  this  important  duty: 

•  Make  the  funeral  and  burial  arrangements  in 
accordance  with  the  wishes  of  the  deceased. 

•  Submit  a  copy  of  the  will  to  probate  court. 

•  Make  provisions  for  adequate  living  arrange- 
ments for  dependent  survivors  of  the  deceased 
until  the  estate  has  been  settled. 

•  Hire  outside  professionals,  such  as  an  attorney, 
accountant,  and  appraiser. 

•  lake  steps  to  examine  and  maintain  the 
deceased's  assets,  including  opening  an  estate 
checking  account. 

•  Find,  catalog,  and  valuate  all  assets  of  the  estate, 
including  securities,  real  estate,  personal  prop- 
erty, and  any  trusts  established  by  the  deceased. 


Notify  concerned  parties  of  the  death,  including 
creditors,  debtors,  others  with  a  business  relation- 
ship, and  newspapers. 

Collect  all  amounts  owed  to  the  estate,  including 
salary,  pension,  and  insurance  proceeds,  as  well 
as  Social  Security  and  other  government  benefits. 

Pay  all  debts  of  the  estate,  including  any  last- 
illness  health  care  expenses. 

Oversee  the  management  of  the  estate's  assets 
and  any  business  interests  of  the  deceased  until 
the  distribution  is  complete. 

Oversee  the  preparation  of  tax  forms  for  income 
and  estate  taxes. 

Pay  income  and  estate  taxes  for  the  deceased  as 
well  as  all  estate  expenses. 

Distribute  the  estate  to  heirs  in  accordance  with 
the  provisions  of  the  will. 

Submit  a  final  accounting  and  file  the  necessary 
reports  with  the  court  on  the  executor's  activities. 


considerations,  the  circumstances  of  those  who  were  previously  married  and  had 
children,  or  complex  estates. 

The  original  will  should  be  kept  in  a  safe  place,  such  as  a  safe  deposit  box; 
copies  may  be  kept  at  home,  at  work,  or  with  relatives.  For  many  years,  most 
people  kept  their  original  wills  in  a  lockbox  at  their  attorneys'  offices;  court  deci- 
sions that  increased  the  liability  of  attorneys  who  held  wills  for  safekeeping 
have,  however,  discouraged  lawyers  from  providing  this  service.  Today,  bank 
executives  typically  allow  appropriate  survivors  to  inspect  the  contents  of  a  dece- 
dent's safe-deposit  box  (even  if  sealed)  to  search  for  a  will  or  a  life  insurance  pol- 
icy, allowing  such  documents  to  be  removed.  Obviously,  you  must  let  your 
family  or  other  heirs  know  the  location  of  your  will. 

Codicils  Circumstances  that  should  cause  people  to  consider  changing  their 
wills  include  moving  to  another  state,  marrying  or  divorcing,  having  children, 
undergoing  a  substantial  change  in  assets,  or  experiencing  the  death  of  heirs, 
executors,  or  guardians  named  in  the  will.  You  can  update  a  will  either  by  writ- 
ing a  new  will  or,  more  simply,  by  adding  a  codicil.  This  legal  amendment  to  a 
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The  Major  Provisions  of  a  Will 


1 .  Identification  of  the  testator  and  places  of  resi- 
dence. 

2.  Introductory  clause  to  provide  validity  of  the 
will,  such  as,  "This  is  my  will  and  testament .  . 

3.  Revocation-of-prior-wills  clause  if  prior  wills 

have  been  written. 

4.  Final  instructions  for  the  payment  of  taxes, 
debts,  funeral,  burial,  and  administrative  costs 
of  the  estate. 

5.  Specific  bequests  for  particular  items,  such  as 
stamp  collections  or  jewelry. 

6.  General  bequests  related  to  the  assets  of  the 
estate  that  usually  provide  for  money  to  be 
given  to  individuals. 


7.  Charitable  gifts  to  various  organizations. 

8.  Allocation  of  residual  estate  statement  explain- 
ing where  the  remaining  portion  of  the  estate 
goes  after  the  preceding  bequests  are  satisfied. 

9.  Survivorship  clause  indicating  the  guardian(s) 
for  children  if  both  husband  and  wife  die. 

10.  Trust  provisions  to  create  and  give  directions  to 
trusts. 

11.  Appointment  clauses  to  designate  the  executor 
of  the  estate  and  guardians  that  represent  the 
interests  of  children  (if  any). 

12.  Executive  clauses  that  add  to  the  validity  of  the 
will,  such  as  dating,  witnessing,  and  signing. 


will  adds  or  deletes  a  bequest  or  other  provision.  A  codicil  should  be  drawn  up 
by  an  attorney,  properly  witnessed,  and  signed  by  the  testator. 

Letter  of  Last  Instructions  Many  people  prepare  a  personally  signed  letter  of 
last  instructions  (also  called  a  letter  precatory),  given  to  the  executor  of  an 
estate  prior  to  death.  It  provides  a  detailed  inventory  of  assets  and  liabilities, 
describes  personal  preferences  about  transfers  of  many  pieces  of  personal  prop- 
erty (both  valuable  and  sentimental),  and  contains  funeral  and  burial  instruc- 
tions. Although  the  letter  offers  guidance  to  heirs  and  beneficiaries,  the 
instructions  are  not  legally  binding  unless  they  are  specifically  incorporated  into 
a  will.  Nevertheless,  such  bequeaths  are  generally  honored. 

The  letter  should  include  information  about  the  location  of  all  assets,  includ- 
ing various  checking  and  savings  accounts,  life  insurance  policies,  and  accounts 
at  brokerage  firms;  a  list  identifying  the  location  of  important  legal  and  finan- 
cial documents;  organ  donation  instructions;  the  location  of  the  original  will; 
and  a  list  of  names,  addresses,  and  telephone  numbers  of  people  to  notify  upon 
your  death.  Because  it  is  generally  not  presented  in  probate  court,  a  letter  of  last 
instructions  remains  somewhat  private.  It  provides  a  way  to  bequeath  art, 
antiques,  jewelry,  and  collectibles  to  specific  heirs,  assuming  that  they  agree  to 
abide  by  the  instructions. 


Distributions  in  the  Absence  of  a  Will 

State  laws  require  that  everyone's  estate  be  disposed  of  at  death  by  transferring 
it  to  legal  heirs  or,  if  none  exists,  to  the  state  government  itself.  If  you  die  with- 
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HOW 


to... 


Use  Advance  Directives 


Many  illnesses  such  as  Alzheimer's  disease,  strokes, 
and  cancer  can  result  in  a  period  of  mental  incom- 
petence before  death.  An  advance  directive  is  any 
document  that  establishes  in  advance  who  will 
make  medical  and  other  decisions  for  you  should 
you  become  mentally  incompetent  and  that  speci- 
fies your  desires  related  to  those  decisions.  Three 
such  advance  directives  are  described  below. 

A  durable  power  of  attorney  provides  an  inex- 
pensive legal  process  to  assign  the  power  to  control 
your  affairs  and  execute  contracts  on  your  behalf 
should  you  ever  become  mentally  incapacitated.  (A 
regular  power  of  attorney  is  ineffective  for  this  pur- 
pose.) A  durable  power  of  attorney  remains  valid 
and  operative  as  long  as  you  live,  unless  you  explic- 
itly revoke  it.  It  should  detail  the  specific  aspects  of 
your  affairs  that  it  covers  and  should  even  mention 
specific  institutions  (banks  or  brokerage  firms,  for 
example)  and  account  numbers.  A  durable  power  of 
attorney  gives  virtually  absolute  power  to  manage 
your  affairs,  so  choose  a  trusted  individual  who 
knows  your  wishes.  In  many  states,  a  durable  power 
of  attorney  becomes  effective  immediately  after 
being  drawn  up.  Thus,  you  may  choose  instead  to 
establish  a  springing  durable  power  of  attorney 
that  does  not  take  effect  until  incapacitation 
occurs. 


A  living  will  is  a  written  statement  indicating 
that  its  signer  does  not  wish  extraordinary  medical 
measures  to  be  taken  if  he  or  she  has  no  reasonable 
expectation  of  recovery  from  a  desperate  medical 
problem.  This  document  relieves  family  members 
of  making  a  difficult,  painful  decision.  To  be  effec- 
tive and  to  avoid  varying  interpretation,  living  wills 
must  speak  to  specific  circumstances.  For  example, 
if  death  is  imminent,  a  living  will  could  direct  that 
life-support  measures,  such  as  a  respirator,  be 
removed.  A  federal  law  requires  hospitals  to  inform 
patients  of  their  rights  to  make  such  decisions 
about  medical  care.  Living  wills  need  to  conform 
precisely  to  the  statutes  in  the  state  where  the  per- 
son lives. 

A  number  of  states  have  adopted  a  health  care 
proxy  (also  called  a  health  care  power  of  attorney) 
that  permits  the  signer  to  authorize  named  individ- 
uals to  make  health  care  decisions  on  his  or  her 
behalf  if  the  signer  becomes  unable  to  make  such 
decisions.  This  document  differs  from  a  durable 
power  of  attorney  in  two  ways.  First,  only  the  speci- 
fied individuals  are  given  the  legal  right  to  make  the 
life-support  decision.  Second,  a  health  care  proxy 
cannot  address  financial  affairs.  Give  copies  of  all  of 
these  documents  to  members  of  your  family  and 
other  responsible  persons  in  your  life. 


out  leaving  a  valid  will,  you  have  died  intestate.  The  state  where  you  lived  prior 
to  death  then  assumes  the  complete  right  to  determine  how  your  estate  will  be 
divided.  This  legal  determination  usually  forces  your  heirs  to  share  money  in 
ways  you  did  not  intend.  A  will  represents  your  opportunity  to  ensure  that  the 
distribution  is  fair  and  in  accordance  with  your  wishes. 

About  70  percent  of  the  U.S.  adult  population  do  not  have  a  will.  In  most 
states,  if  you  die  without  a  will,  a  public  administrator  or  public  conservator — 
usually  a  spouse  or  close  relative — is  appointed  by  the  probate  court  to  distrib- 
ute your  estate  in  accordance  with  the  laws  of  that  state.  A  commission  of 
perhaps  3  to  5  percent  of  the  estate's  value  is  charged  to  cover  the  administra- 
tor's fee.  If  you  have  minor  children  and  no  surviving  parent,  a  state  court  must 
appoint  someone  to  act  as  a  guardian  to  manage  each  child's  affairs,  which  will 
represent  additional  costs  to  the  estate. 
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The  powers  given  to  an  administrator  by  the  court  are  limited.  As  a  result,  the 
administrator  must  frequently  seek  the  court's  permission  for  specific  legal 
actions,  all  of  which  generate  expenses  in  the  form  of  court  fees.  For  example,  a 
court  order  is  required  to  sell  securities  and  real  estate  in  most  states.  If  the  heirs 
are  of  legal  age,  they  must  all  agree  on  the  sale  of  real  estate  or  the  method  of 
maintaining  the  property;  when  agreement  proves  difficult  to  obtain,  the  court 
makes  the  decisions.  The  net  estate  ultimately  distributed  to  heirs  is  reduced  by 
the  costs  of  these  administrative  actions. 

If  you  have  children,  you  should  appoint  a  legal  guardian  in  your  will.  Both 
single  parents  and  married  couples  should  take  this  step.  The  guardian  should  be 
someone  who  shares  your  values  and  views  on  child-rearing.  Consider  naming 
an  alternate  candidate  in  case  your  first  choice  cannot  take  this  responsibility.  If 
none  is  legally  named,  the  court  will  appoint  a  guardian. 

When  a  person  dies  without  a  will,  the  manner  in  which  the  assets  are 
divided  varies  enormously  from  state  to  state.  For  example,  one  state  might 
make  the  following  distributions  of  a  $120,000  estate:  If  a  person  with  no  sur- 
viving kin  except  a  spouse  dies  without  a  will,  the  spouse  receives  the  entire 
estate  of  $120,000.  If  the  deceased  had  children  with  that  spouse,  the  spouse 
takes  $60,000  and  the  balance  is  divided  equally  by  the  spouse  and  the  children. 
If  the  surviving  spouse  had  children  from  another  marriage,  one-half  of  the 
estate  goes  to  the  spouse  and  the  balance  is  divided  among  the  children.  If  the 
decedent  is  survived  by  a  spouse  and  a  parent,  the  spouse  receives  $60,000  and 
one-half  of  the  balance,  with  the  remainder  passing  to  the  parent.  If  the 
deceased  is  survived  by  a  spouse,  no  children,  and  other  relatives,  the  situation 
becomes  even  more  complicated.  If  no  will  has  been  prepared  and  no  surviving 
relatives  exist  (extremely  rare),  the  share  goes  to  the  state  by  right  of  escheat.  In 
escheat,  property  is  turned  over  to  the  state  when  no  one  is  legally  qualified  to 
inherit  or  make  claim  on  a  deceased's  property. 

As  you  can  see,  state  law  contains  a  bewildering  number  of  complexities  that 
govern  who  constitutes  a  legal  heir  and  to  how  much  (if  any)  of  an  estate  an  heir 
may  be  entitled.  What  may  appear  least  fair  in  the  intestate  distributions  just 
described  is  that,  if  the  decedent  has  no  children,  your  spouse  may  be  required 
to  share  the  assets  with  a  distant  relative. 


The  Partnership  Theory  of  Marriage  Rights 

The  partnership  theory  of  marriage  rights  is  the  basis  for  the  presumed  intent 
of  wedded  couples  to  share  their  fortunes  equally.  Thus,  property  acquired  dur- 
ing the  marriage  and  titled  in  the  name  of  only  one  partner  (other  than  prop- 
erty acquired  by  gift  or  inheritance)  becomes  the  property  of  both  spouses.  A 
decedent  who  disinherits  a  surviving  spouse  or  who  leaves  that  person  with  less 
than  a  fair  share  of  the  estate  is  judged  to  have  reneged  on  the  partnership  the- 
ory of  marriage.  Thus,  a  disinherited  surviving  spouse  has  some  claim  to  a  por- 
tion of  the  decedent's  estate,  if  he  or  she  chooses  to  elect  that  option.  The 
amount  usually  represents  one-third  to  one-half  of  the  decedent's  estate.  More- 
over, you  are  not  allowed  to  disinherit  a  spouse  unless  this  right  is  voluntarily 
given  up  by  the  spouse  in  a  signed  agreement,  and  even  that  type  of  document 
may  be  challenged.  Some  states  limit  the  right  to  challenge  a  will  by  providing 
that  survivors  have  six  months  to  challenge  it  and  claim  a  legal  share. 
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In  certain  states,*  when  a  marriage  ends  by  the  death  of  one  partner,  com- 
munity property  laws  provide  for  similar  spousal  rights.  Community  property 
consists  of  property  acquired  during  marriage,  except  for  separable  property. 
Separable  property  is  a  property  wholly  owned  by  one  spouse.  Such  property 
belonged  to  the  spouse  before  marriage  or  was  received  as  a  gift  or  an  inheritance 
during  the  marriage. 

When  one  spouse  dies,  community  property  laws  assume  that  this  property 
was  jointly  owned  and  equally  shared  by  the  spouses,  no  matter  how  much  was 
actually  contributed  by  either  and  even  if  only  one  spouse  held  legal  title.  Thus, 
upon  the  death  of  one  spouse,  one-half  of  the  community  property  is  retained 
by  the  surviving  spouse,  and  the  remaining  half  may  pass  to  other  heirs. 


yj    Summarize  two  ways 
that  assets  may  be  distrib- 
uted using  prearranged 
actions  outside  of  probate 
court. 


Distributions  by  Pre 
Outside  Probate  Court 

Two  major  types  of  prearranged  actions  may  be  taken  to  distribute  assets  outside 
the  control  of  a  probate  court:  (1)  transfers  by  operation  of  law,  and  (2)  transfers 
by  contract.  Such  transfers  occur  outside  the  provisions  of  a  will  and  lie  beyond 
the  control  of  the  probate  court.  While  an  asset  may  transfer  out  of  the  reach  of 
probate  court,  it  may  still  be  subject  to  estate  taxes  (discussed  later  in  this  chap- 
ter). 


Transfers  by  Operation  of  Law 

State  laws  stipulate  how  property  owned  in  specified  ways  will  transfer  at  the 
death  of  one  of  the  owners  beyond  the  supervision  of  a  probate  court.  In  own- 
ership by  joint  tenancy  with  right  of  survivorship,  each  person  owns  the 
whole  of  an  asset  and  can  dispose  of  it  without  the  approval  of  the  other  owner 
or  owners.  Upon  the  death  of  one  owner,  the  surviving  owners  receive  the  prop- 
erty by  operation  of  law  rather  than  through  the  provisions  of  a  will.  Many  mar- 
ried couples  maintain  their  checking  and  savings  accounts  in  joint  tenancy  with 
right  of  survivorship  so  that  the  surviving  spouse  will  not  lose  access  to  that 
money.  In  about  30  states,  the  courts  recognize  tenancy  by  the  entirety 
between  spouses  where  the  asset  cannot  be  disposed  of  without  the  permission 
of  the  other.  Again,  such  property  transfers  at  death  to  the  survivor  without 
going  through  probate. 


Transfers  by  Contract 

Several  types  of  nonprobate  assets  can  be  directly  assigned  to  beneficiaries  by 
contract,  including  life  insurance  proceeds,  annuities,  employer-provided  pen- 
sions,   profit-sharing    plans,    individual    retirement    accounts    (IRAs),    Keogh 


These  states  include  Arizona,  California,  Idaho,  Louisiana,  Nevada,  New  Mexico,  Texas,  Wash- 
ington, and  Wisconsin.  In  some  instances,  community  property  rules  are  disregarded  for  tax  pur- 
poses. 
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■J  Explain  how  to  use  trusts 
to  transfer  assets  and  reduce 
taxes. 


accounts,  government  bonds,  bank  accounts  with  a  payable-on-death  benefi- 
ciary named,  and  certain  trusts  established  before  death.  These  assets  generally 
will  pass  out  of  the  reach  of  a  probate  court  according  to  beneficiary  designation 
forms  that  were  completed  and  signed  during  the  person's  life.  Because  trusts 
represent  a  widely  used  method  of  transferring  assets  and  reducing  taxes,  this 
topic  is  examined  in  depth  in  the  next  section. 


Use  of  Trusts  to  Transfer  Assets  and  Reduce  Taxes 

An  estate  can  be  protected  by  creating  one  or  more  contractual  trusts  to  which 
property  is  transferred.  A  trust  is  a  contract  between  the  creator  and  the  trustee 
that  permits  the  latter  to  manage  wealth  and  direct  income  for  a  specific  purpose 
for  the  benefit  of  the  creator  and  others.  A  trustee  is  a  person  or  agent  (such  as 
an  attorney  or  bank  trust  department)  that  holds  legal  title  to  property  and 
promises  to  faithfully  and  wisely  administer  it  for  the  creator  and  others. 

Trusts  can  be  established  during  the  creator's  life  as  well  as  upon  his  or  her 
death.  People  who  should  consider  setting  up  a  trust  are  those  who  have  com- 
plex estates,  hold  relatively  few  liquid  assets,  own  property  in  more  than  one 
state,  have  heirs  who  will  need  the  assets  immediately,  desire  privacy  for  their 
heirs,  fear  a  battle  over  the  provisions  of  a  will,  or  live  in  a  state  with  high  pro- 
bate costs  or  cumbersome  probate  procedures.  Trusts  may  be  created  to  safeguard 
the  inheritances  of  survivors,  reduce  estate  taxes,  provide  financial  assistance  for 
minor  children,  manage  property  for  young  children  or  disabled  elders,  and  pro- 
vide income  for  future  generations. 

Some  of  the  important  terms  associated  with  trusts  follow: 


Grantor 

Trustee 

Corpus 
Beneficiary 


The  person  who  makes  a  grant  of  assets  to 
establish  a  trust.  Also  called  the  settlor,  donor, 
or  trustor. 

The  person  or  corporation  to  whom  the  prop- 
erty is  entrusted  to  manage  for  the  use  and 
benefit  of  the  beneficiary  or  beneficiaries. 

The  assets  put  into  a  trust.  Also  called  the  trust 
estate  or  fund. 

The  person  for  whose  benefit  a  trust  is  created. 
Also  called  the  donee. 


Remainder  beneficiaries     The  parties  named  in  the  trust  who  are  to 
receive  the  corpus  upon  termination  of  the 
trust  agreement. 


A  generation-skipping  trust  can  be  utilized  at  the  time  of  death.  A  federal  generation-skipping 
transfer  tax  will  be  applied  in  addition  to  relevant  estate  and  gift  taxes,  although  a  SI  million 
exemption  (indexed  for  inflation)  on  transfers  is  made.  A  bypass  trust  (also  known  as  a  credit- 
shelter  trust,  exemption  trust,  or  family  trust)  can  transfer  separately  titled  assets  (including 
stocks  and  mutual  funds  held  outside  a  retirement  plan)  to  children  or  grandchildren. 
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Living  Trusts 

Trusts  fall  into  two  broad  categories:  (1)  living  trusts  (established  while  the  cre- 
ator is  alive),  and  (2)  testamentary  trusts  (established  upon  death).  For  estate 
planning  purposes,  the  greatest  distinction  between  living  trusts  is  their  perma- 
nency. This  section  examines  the  two  forms  of  living  trusts — revocable  and  irrev- 
ocable— and  the  following  section  examines  testamentary  trusts.  Transfers  to  a 
trust  made  within  three  years  of  death  may,  however,  be  brought  back  into  the 
decedent's  estate  for  tax  purposes. 

Irrevocable  Living  Trust  An  irrevocable  living  trust  is  used  to  give  away  assets 
to  reduce  estate  taxes.  An  irrevocable  living  trust  is  not  subject  to  any  modifica- 
tion by  the  grantor  during  his  or  her  lifetime,  thus  permanently  bypassing  pro- 
bate and  estate  taxes  applied  to  the  person  who  instituted  the  trust.  The  grantor 
gives  up  three  key  rights  under  an  irrevocable  living  trust:  (1)  control  of  the  prop- 
erty, (2)  change  of  the  beneficiaries,  and  (3)  change  of  the  trustees.  Because  irrev- 
ocable trusts  are  generally  considered  separate  tax  entities,  the  trust  pays  any 
income  taxes  due.  To  set  up  such  a  trust,  a  one-time  fee  ranging  from  $750  to 
$2500 — at  least  twice  as  much  as  a  typical  will — is  required. 

Revocable  Living  Trust  A  revocable  living  trust  is  used  to  protect  and  manage 
a  person's  assets.  The  person  creating  the  trust  maintains  the  right  to  change  its 
terms  or  cancel  the  trust  at  any  time,  for  any  reason,  during  his  or  her  lifetime. 
Thus,  the  grantor  retains  control  over  the  assets  for  as  long  as  he  or  she  lives,  and 
any  taxable  events  must  be  reported  by  the  person  who  established  the  trust. 
Most  revocable  living  trusts  also  establish  the  grantor  as  the  trustee. 


Use  of  a  Charitable  Remainder  Trust 
to  Boost  Current  Income 


Effective  use  of  an  irrevocable  charitable  remain- 
der trust  (CRT)  can  boost  your  income.  A  CRT  is  a 
split-interest  gift  with  a  charitable  organization  des- 
ignated as  the  remainder  beneficiary.  You  set  up  the 
CRT  trust  and  irrevocably  give  it  assets.  The  trust 
pays  you  income  for  a  set  period,  usually  for  life, 
and  possibly  your  spouse's  life  as  well;  the  charity 
then  receives  the  corpus.  For  example,  Frankie 
Solowiej,  a  widow  from  Hyattsville,  Maryland, 
increased  the  after-tax  income  on  her  $60,000 
investment  portfolio  from  $1000  to  $4800  per  year 
by  earmarking  the  assets  for  the  National  Wildlife 
Federation.  According  to  her  attorney,  Tony 
Shostak,  the  charitable  trust  that  Frankie  created 


to  hold  the  gift  until  her  death  first  sold  the  assets 
without  capital  gains  taxes  and  then  reinvested  the 
proceeds  to  obtain  a  higher  return. 

A  bonus  associated  with  a  CRT  is  that  the  pro- 
jected future  value  of  the  gift  can  be  discounted  to 
a  present  value,  which  can  be  written  off  as  a  chari- 
table contribution  on  Frankie's  current  income  tax 
return,  saving  her  even  more  money.  It  is  wise  to 
give  appreciated  assets  (i.e.,  stocks,  art,  collectibles) 
to  a  charitable  remainder  trust  because  the  donor 
can  avoid  capital  gains  taxes  while  still  realizing  the 
full  benefit  of  the  asset's  current  value.  Thus,  a  CRT 
works  well  for  people  who  show  wealth  on  paper 
because  of  appreciated  assets. 


J 
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A  revocable  living  trust  can  provide  for  the  orderly  management  and  distri- 
bution of  assets  should  the  grantor  become  incapacitated  or  incompetent,  as  a 
new  trustee  can  easily  be  named.  Revocable  trusts  are  commonly  used  to  estab- 
lish newly  created  trusts  upon  the  death  of  the  grantor  (called  testamentary 
trusts,  and  discussed  below)  that  are  governed  by  the  terms  established  in  the 
revocable  living  trust.  A  revocable  living  trust  operates  much  like  a  will  and  can 
prove  more  difficult  to  contest.  Revocable  living  trusts  do  not  reduce  gift  and 
estate  taxes.  If  a  trust  is  revocable,  its  assets  stay  in  the  taxable  estate  of  the 
grantor. 


Testamentary  Trusts 

The  second  broad  category  of  trusts  used  in  connection  with  estate  planning 
comprises  testamentary  trusts.  A  testamentary  trust  is  created  under  the  terms 
of  a  will  and  becomes  effective  upon  the  death  of  the  grantor  according  to  the 
terms  of  the  grantor's  will  or  revocable  living  trust.  Testamentary  trusts  can  be 
designed  to  provide  money  or  asset  management  after  the  grantor's  death,  to 
provide  income  for  a  surviving  spouse  and  children,  to  give  assets  to  grandchil- 
dren or  great-grandchildren  while  providing  income  from  the  assets  to  the  sur- 
viving spouse  and  children,  and  for  most  of  the  purposes  cited  previously. 

In  summary,  properly  drawn  trusts  can  save  you  and  your  family  time,  trou- 
ble, and  money.  These  laudable  objectives  can  be  achieved  only  with  the  assis- 
tance of  an  experienced  attorney  who  specializes  in  carefully  drafting,  planning, 
and  executing  strategies  and  techniques  in  estate  planning. 


U    Understand  techniques 
used  to  protect  the  value  of 
an  estate  from  gift,  estate, 
and  inheritance  taxes. 


Protection  of  an  Estate  from  Taxes 

Under  federal  law,  a  person  must  pay  gift  taxes  on  excess  portions  of  gifts  made 
during  his  or  her  lifetime  as  well  as  estate  taxes  on  assets  that  transfer  at  death. 
The  federal  gift  and  estate  tax  is  assessed  on  property  owned  and/or  controlled 
by  a  deceased  before  its  transfer  to  heirs.  (This  definition  immediately  suggests  a 
fundamental  loophole  in  estate  taxes — if  property  is  not  controlled,  it  will  not 
be  taxed;  as  discussed  above,  this  can  be  accomplished  using  irrevocable  trusts.) 
When  combined,  transfer  taxes  on  gifts  and  estates  are  sometimes  called  death 
taxes.  Note  that  the  federal  gift  and  estate  tax  is  levied  against  the  person  who 
created  the  estate.  Many  states  also  levy  an  inheritance  tax  on  heirs  who  have 
the  right  to  receive  a  decedent's  property.  Such  inheritance  taxes  are  based  upon 
the  value  of  the  property  received  and  the  relationship  of  the  beneficiary  to  the 
deceased.  This  topic  is  examined  later  in  the  chapter. 

The  federal  gift  and  estate  tax  is  a  combined  and  cumulative  tax.  The  federal 
gift  tax  is  imposed  on  the  transfer  of  income  and  gifts  made  by  an  individual 
during  his  or  her  lifetime.  A  transfer  is  a  gift  when  no  payment  or  consideration 
is  received  in  return.  The  federal  estate  tax  is  applied  to  the  transfer  of  assets  at 
death.  It  applies  to  net  taxable  estates  worth  more  than  $675,000,*  after  allow- 
ing for  certain  deductions,  such  as  for  charitable  bequests  and  property  passing 


In  2000-2001;  $650,000  in  1999  to  rise  to  $1  million  by  2006. 
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to  a  surviving  spouse.  Thus,  the  combined  federal  gift  and  estate  tax  affects  cer- 
tain gifts  made  during  one's  lifetime  as  well  as  transfers  made  at  death.  Table 
19.1  shows  the  unified  federal  gift  and  estate  tax  rate  schedule  that  is  used  for 
both  gift  and  estate  tax  purposes.  It  is  applied  to  the  sum  of  your  taxable  estate 
at  death  and  any  taxable  lifetime  gifts  made. 

Ways  to  Reduce  the  Federal  Gift  and  Estate  Tax 

Federal  laws  encourage  gift  giving.  To  be  defined  as  a  gift  by  the  IRS,  the  donor 
must  relinquish  control  over  the  asset  and,  as  a  result,  the  recipient  must  have  a 
present  or  a  future  interest  in  the  money  or  property  given,  meaning  that  the 
recipient  has  a  legal  right  to  the  gift.  Thus,  according  to  IRS  regulations,  gifts 
may  not  be  loans  or  payments  for  services  rendered;  the  latter  are  classified  as 
taxable  income  by  the  IRS  and  the  recipient  must  pay  income  taxes.  Gifts  and 
bequests — in  any  amount  and  at  any  time — made  to  certain  recognized  charita- 
ble and  educational  organizations  always  escape  the  federal  gift  and  estate  tax. 
Gifts  allow  the  donor  to  reduce  the  size  of  his  or  her  taxable  estate,  which  results 
in  a  lower  gift  and  estate  liability. 


Table  19.1 


Unified  Federa 

1  Gift 

and  Estate  Tax 

Rates,  2000-2001 

m 

Taxable 

(2) 

(3) 

(4) 

Federal 

Rate  of  Tax 

Unified 

Estate  plus 

on  Excess  over 

Gift  and 

Gift  and 

Taxable 

Amount  in 

Estate  Tax 

Estate  Tax 

Gifts 

Tax 

Column  1                 Credit 

Liability 

Under  $10,000 

18%  of  amount 

— 

$220,550 

— 

$10,000 

$  1,800 

20% 

220,550 

— 

20,000 

3,800 

22 

220,550 

— 

40,000 

8,200 

24 

220,550 

— 

60,000 

13,000 

26 

220,550 

— 

80,000 

18,200 

28 

220,550 

100,000 

23,800 

30 

220,550 

— 

150,000 

38,800 

32 

220,550 

— 

250,000 

70,800 

34 

220,550 

— 

500,000 

1 55,800 

37 

220,550 

— 

750,000 

248,300 

39 

220,550 

$27,750 

1,000,000 

345,800 

41 

220,550 

125,250 

1,250,000 

448,300 

43 

220,550 

245,750 

1,500,000 

555,800 

45 

220,550 

353,250 

2,000,000 

780,800 

49 

220,550 

578,250 

2,500,000 

1,025,800 

53 

220,550 

823,250 

3,000,000 

1,290,800 

55 

220,550 

1,088,250 

Source:  Internal  Revenue  Service. 
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In  addition  to  making  charitable  and  educational  gifts,  the  gift  and  estate  tax 
may  be  eliminated  or  reduced  in  four  ways:  (1)  annual  gift  exclusion,  (2)  split 
gifts,  (3)  unlimited  gift  tax  marital  deduction,  and  (4)  unified  gift  and  estate  tax 
credit. 

The  Annual  Gift  Tax  Exclusion  The  federal  gift  and  estate  law  allows  an  initial 
portion  of  taxable  gifts  (in  cash  or  property)  made  during  one's  lifetime  to  be 
excluded  from  any  gift  and  estate  tax.  You  are  permitted  to  give  away  as  much 
as  $10,000*  in  cash  or  other  assets  tax-free  to  each  of  any  number  of  donees  per 
year  under  a  provision  known  as  the  annual  gift  tax  exclusion.  Such  gifts  may 
be  given  to  individuals  or  other  entities,  including  charitable  organizations.  For 
the  recipient,  gifts  are  tax-free.  Gifts  of  $10,000  or  less  in  cash  or  other  assets 
reduce  the  size  of  the  donor's  taxable  estate  because  the  donated  assets  reduce 
the  owner's  gross  estate.  In  addition,  voluntary  payments  in  any  amount  made 
directly  to  an  educational  institution  or  to  a  medical  care  provider  to  pay  for 
another's  educational  tuition  or  medical  expenses  are  exempt  from  being  classi- 
fied as  taxable  gifts  to  the  donor.  The  recipient  does  not  have  to  be  a  dependent 
or  even  a  relative. 

A  taxable  gift — one  that  is  subject  to  the  federal  gift  and  estate  tax — repre- 
sents that  portion  of  any  gift  to  one  donee  in  excess  of  $10,000  in  one  year.  Tax- 
able gifts  must  be  added  back  and  included  in  the  donor's  taxable  estate  as  part 
of  the  gift  and  estate  tax  calculation  after  death.  Donors  must  report  such  gifts 
annually  by  filing  IRS  Form  709.  This  filing  requirement  notifies  the  IRS  of  those 
taxable  gifts  that  later  must  be  added  to  the  donor's  gross  taxable  estate  at  death. 
Those  who  report  taxable  gifts  in  effect  defer  gift  and  estate  taxes  that  may  be 
assessed  at  a  later  date  when  the  donor's  taxable  estate  is  totaled  at  death. 

From  a  tax  perspective,  wealthy  people  can  give  gifts  to  reduce  estate  tax  lia- 
bility. For  example,  a  gift  of  a  $25,000  painting  in  1999  is  valued  in  1999  dollars, 
not  at  its  inflated  value  if  the  donor  dies  perhaps  eight  years  later.  As  a  gift  given 
to  a  relative,  the  painting  would  add  only  $15,000  ($25,000  -  $10,000)  to  the 
donor's  taxable  estate  at  death.  Alternatively,  if  the  painting  increased  in  value 
10  percent  per  year  and  was  transferred  as  part  of  the  estate  eight  years  later,  the 
painting  would  have  a  value  of  $53,600  ($25,000  x  2.144,  from  Appendix  A.l  I 
in  2007,  assuming  10  percent  annual  inflation.  At  that  time,  transfer  of  the 
painting  would  require  payment  of  more  taxes  by  the  decedent's  estate  than  an 
earlier  gift.  Although  gifts  provide  a  valuable  way  to  reduce  estate  taxes,  logical 
limitations  exist  on  how  much  should  be  given  away  before  death. 

Once  assets  have  been  transferred,  any  appreciation  in  value,  as  well  as  any 
income  earned  from  the  asset,  becomes  the  responsibility  of  the  recipient — not 
the  donor.  For  example,  the  recipient  of  shares  of  stock  valued  at  $50,000  at  the 
time  of  the  transfer  (the  price  the  donor  paid  does  not  matter)  must  pay  income 
taxes  on  any  future  dividends  as  well  as  any  capital  gains  made  between  the  date 
that  the  asset  was  received  and  when  it  is  sold. 

Split  Gifts  Gifts  made  by  married  couples  to  a  third  party  may  be  split.  When 
spouses  consent,  the  gift  can  be  treated  as  if  half  were  made  by  each  spouse,  even 

The  $10,000  annual  gift  tax  exclusion  is  potentially  subject  to  an  inflation  adjustment  for  gifts 
made  after  1998.  Given  the  adjustment  formula,  however,  it  is  unlikely  that  the  $10,000  exclu- 
sion will  be  raised  for  several  vears. 
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if  only  one  contributed  the  whole  amount.  Gift  splitting,  therefore,  doubles  the 
annual  gift  tax  exclusion  to  $20,000  per  donee.  Making  two  smaller  gifts  results 
in  a  lower  tax  than  one  large  gift. 

Consider  the  example  of  Bobby  Joe  and  Betty  Turner  from  Moscow,  Idaho, 
who  several  years  ago  consented  to  give  a  split  gift  of  $50,000  to  their  son  Jef- 
frey to  use  as  a  down  payment  on  a  home.  The  first  $20,000  of  that  gift  remains 
exempt  from  the  gift  and  estate  tax.  The  $30,000  exceeding  the  two  annual 
exclusion  amounts  is  attributed  to  Bobby  and  Betty  on  a  50:50  basis.  Thus,  each 
person  will  have  been  deemed  to  have  made  a  $15,000  taxable  gift,  which  will 
consume  $15,000  of  each  unified  credit  or  trigger  a  gift  tax  to  both  Bobby  and 
Betty. 

The  Unlimited  Gift  Tax  Marital  Deduction  The  unlimited  gift  tax  marital 
deduction  eliminates  the  tax  on  gifts  between  spouses  because  a  married  person 


Give  Money  to  Children  for  College 


From  a  personal  finance  perspective,  when  giving 
money  to  a  child  to  attend  college,  it  is  smart  to 
reduce  taxes  on  that  money  so  that  more  will  be 
devoted  to  the  intended  purpose.  The  following 
suggestions  are  aimed  at  reducing  both  income  and 
gift  and  estate  taxes: 

•  Open  a  no-fee  custodial  account  at  a  bank, 
brokerage,  or  mutual  fund  under  the  Uniform 
Transfers  to  Minors  Act  (or  the  Uniform  Gifts  to 
Minors  Act).  Contributions  of  less  than  $10,000 
(or  $20,000  from  a  married  couple)  qualify  as 
exclusions  from  the  annual  gift  tax.  With  this 
strategy,  you  appoint  someone  you  trust  to  man- 
age the  assets  given  to  a  child.  This  custodian 
controls  the  assets  until  the  child  reaches  a  desig- 
nated age,  such  as  18  or  21.  The  child  then  gains 
full  control  of  the  account's 

contents. 

•  Recognize  that  the  custodian  can  spend  the 
money  for  the  benefit  of  the  child  (perhaps  for 
music  lessons  or  foreign  travel);  any  money  spent 
on  "parental  support  items,"  however,  cause  the 
income  from  the  account  to  be  considered  taxable 
income  for  the  parents  if  they  act  as  custodians. 

Consider  limiting  the  amount  in  the  custodial 
account  while  the  child  is  under  age  14  so  that  it 


generates  no  more  than  $1400  per  year  in  earn- 
ings. The  first  $700  will  be  free  of  income  taxes 
to  the  child,  while  the  next  $700  will  be  taxed  at 
the  child's  rate  (typically  15  percent).  (Figures  are 
adjusted  annually  by  the  IRS  for  inflation.) 

Realize  that  income  and  capital  gains  will  be 
taxed  at  the  child's  low  rate  (typically  15  per- 
cent) after  the  child  turns  age  14.  For  example, 
the  next  $24,350  above  $1400  in  income  is  taxed 
at  a  rate  of  15  percent. 

When  the  child  reaches  age  14,  ask  a  college 
financial  aid  office  to  calculate  whether  the 
amount  in  the  custodial  account  will  signifi- 
cantly lower  the  child's  eligibility  for  college  aid. 
If  necessary,  restrict  future  contributions  to  the 
account  and  save  additional  amounts  outside  the 
account.  Under  most  financial  aid  formulas,  stu- 
dents must  spend  35  percent  of  their  assets  on 
education. 

Establish  a  Section  529  College  Savings  Plan  if 

one  is  offered  by  your  state.  These  plans  allow 
gifts  to  children  under  15.  The  taxes  on  the  earn- 
ings are  generally  exempt  from  state  income 
taxes,  and  federal  taxes  are  deferred  until  earn- 
ings are  withdrawn. 
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may  give  his  or  her  spouse  an  unlimited  amount  free  of  any  gift  tax.  Thus,  gifts 
between  spouses  (over  and  above  the  $10,000  amount  of  the  annual  exclusion) 
may  be  transferred  tax-free.  (Federal  tax  laws  place  limits  on  such  transfers  when 
a  spouse  is  not  a  U.S.  citizen.*)  Keep  in  mind,  however,  that  when  the  surviving 
spouse  dies,  all  or  part  of  the  estate  could  be  taxed,  including  assets  that  the  first 
spouse  might  otherwise  have  passed  tax-free  to  other  heirs.  The  estate  may  ulti- 
mately be  taxed  more  heavily  after  the  surviving  spouse  dies.  To  reduce  the  fed- 
eral estate  taxes,  alternatives  such  as  trusts  should  be  explored. 

The  Unified  Federal  Gift  and  Estate  Tax  Credit  Little  or  no  tax  may  be  owed  on 
the  taxable  portion  of  a  gift  because  of  the  unified  gift  and  estate  tax  credit. 
This  dollar-for-dollar  reduction  in  the  gift  and  estate  tax  represents  the  amount 
that  one  may  give  away  or  bequeath  free  of  federal  estate  taxes.  This  credit  of 
$220,550  in  2000-2001  is  equivalent  to  the  tax  on  an  estate  valued  at  $675,000, 
as  can  be  seen  in  Table  19.1.  The  first  $675,000  of  an  estate  remains  free  of  fed- 
eral gift  and  estate  taxes.  Gifts  can  become  immediately  taxable  when  they 
exceed  the  combination  of  the  annual  exclusion  and  the  unified  credit — that  is, 
$685,000  per  year  to  one  person.  The  value  of  taxable  gifts  made  during  your 
lifetime  is  subtracted  from  your  $675,000  exemption  upon  your  death.  The 
credit  will  increase  to  $345,800  in  2006. 


Calculation  of  the  Federal  Gift  Tax:  An  Example 

Over  the  past  five  years,  Randy  McNelis,  a  widower,  has  made  a  number  of  tax- 
able gifts  totaling  $150,000,  which  were  reported  to  the  IRS.  This  year  he  gave 
$100,000  to  his  son.  The  tax  on  this  year's  gift  is  calculated  as  follows:  previous 
taxable  gifts  ($150,000)  plus  this  year's  taxable  gift  to  his  son  ($100,000)  less  this 
year's  annual  gift  exclusion  ($10,000)  equals  total  taxable  gifts  ($240,000).  Using 
Table  19.1  reveals  a  tentative  tax  of  $67,600  [$38,800  +  0.32  x  ($240,000  - 
$150,000)].  After  applying  a  portion  of  the  $220,550  unified  gift  and  estate  tax 
credit  ($67,600  in  this  instance),  Randy  has  a  zero  tax  liability  for  this  year's  gift 
to  his  son,  as  well  as  an  unused  unified  gift  and  estate  tax  credit  of  $152,950 
($220,550  -  $67,600).  Randy  does  not  have  to  pay  any  gift  and  estate  tax  until 
his  taxable  gifts  exceed  the  threshold  ($675,000  plus  $10,000  given  over  one  or 
more  years). 

Calculation  of  the  Federal  Estate  Tax:  An  Example 

A  gross  estate  includes  the  fair  market  value  of  everything  owned  at  the  time  of 
death,  such  as  bank  deposits,  securities,  business  interests,  real  estate,  personal 
property,  life  insurance,  personal  pension  plans,  and  employer-provided  pen- 
sions, as  well  as  the  decedent's  ownership  share  of  everything  owned  jointly 
with  others  (i.e.,  homes,  automobiles)  subject  to  federal  estate  taxes.  It  is  also 
known  as  the  gross  estate  for  federal  estate  tax  purposes.  Any  gift  and  estate 
taxes  due  will  be  paid  on  the  taxable  estate.  It  consists  of  the  gross  estate  minus 
liabilities  (current  bills,  credit  card  balances,  mortgages,  loans,  and  taxes  owed), 

If  your  spouse  is  not  a  U.S.  citizen,  no  marital  deduction  for  estate  taxes  is  available  unless  you 
create  a  special  trust  called  a  qualified  domestic  trust  (QDOT).  Further,  a  $100,000  annual  limit 
applies  to  tax-exempt  gifts  that  a  noncitizen  may  receive  from  his  or  her  spouse. 
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Arrange  Your  Life  Insurance  to  Avoid  Estate  Taxes 


Although  beneficiaries  owe  no  income  tax  on  the 
proceeds  from  a  life  insurance  policy,  the  proceeds 
of  a  policy  often  are  considered  part  of  the  policy- 
holder's estate.  When  life  insurance  proceeds 
become  part  of  the  estate  and  therefore  subject  to 
the  decedent's  estate  tax,  the  beneficiary  receives  a 
reduced  amount.  For  example,  a  person  who  has 
substantial  life  insurance  coverage  and  a  home  val- 
ued in  the  six  figures  may  very  well  have  an  estate 
worth  more  than  $675,000.  Recall  that  estates 
whose  values  exceed  $675,000  are  subject  to  federal 
estate  taxes,  which  begin  at  a  rate  of  37  percent  and 
quickly  move  up  to  a  voracious  55  percent. 

Life  insurance  proceeds  are  included  in  an 
estate  when  the  benefits  are  payable  to  or  will  ben- 
efit one's  estate,  when  the  insured  possessed  any 
rights  of  ownership  associated  with  the  policy  (i.e., 
can  change  the  beneficiary,  can  borrow  against  it, 
or  has  surrender  rights),  or  when  the  policy  owner- 
ship has  been  transferred  within  three  years  of  the 
insured's  death. 

Two  appropriate  estate  planning  techniques 
exist  to  remove  the  value  of  life  insurance  policies 


from  one's  estate.  First,  the  ownership  of  a  life 
insurance  policy  can  be  legally  transferred  to  some- 
one else,  such  as  a  spouse.  To  take  this  step,  simply 
obtain  and  complete  an  assignment  form  from  an 
insurance  agent.  Note,  however,  that  you  must  per- 
manently give  up  all  rights  and  powers  over  the 
policy  and  its  benefits,  such  as  changing  beneficia- 
ries or  borrowing  against  any  cash  value.  Second, 
giving  a  life  insurance  policy  to  an  irrevocable  trust 
for  the  benefit  of  children  or  a  spouse  keeps  the 
death  benefit  out  of  one's  estate.  Such  transfers  do 
not  avoid  estate  taxes  unless  you  give  the  policy 
away  more  than  three  years  before  your  death. 
To  keep  a  future  life  insurance  policy  out  of 
your  estate,  another  technique  may  be  used.  Some- 
one other  than  yourself— such  as  your  children  or 
the  trustee  of  an  irrevocable  trust— must  negotiate 
for  the  policy  and  initially  own  it.  It  does  not  mat- 
ter who  pays  the  premiums  because  the  IRS  has 
ruled  that  life  insurance  policies  owned  by  others 
remain  out  of  the  decedent's  estate. 


I 


expenses  for  settling  the  estate  (including  funeral  expenses),  and  charitable 
transfers  (to  religious,  benevolent,  scientific,  literary,  and  educational  organiza- 
tions) plus  any  taxable  gifts. 

Thanks  to  the  unified  gift  and  estate  tax  credit,  about  95  percent  of  Ameri- 
cans are  not  expected  to  owe  federal  gift  and  estate  taxes  based  on  the  current 
value  of  their  estate.  The  rise  in  home  prices,  accumulations  of  savings  in  retire- 
ment accounts,  life  insurance,  and  increasing  values  of  investment  securities  has 
propelled  many  average-income  people  into  this  category,  however.  The  tax  rates 
are  also  extremely  high — after  the  unified  gift  and  estate  tax  credit  is  applied,  the 
rates  begin  at  37  percent.  Therefore,  owners  of  estates  worth  more  than  $675,000 
would  be  wise  to  think  about  property  transfers  that  may  reduce  or  avoid  the 
estate  tax. 

The  information  in  the  Decision-Making  Worksheet  "Calculation  of  Federal 
Gift  and  Estate  Tax  Liability"  shows  the  forecasted  tax  liability  for  the  estate  of 
Bobby  Joe  Turner.  If  he  dies,  he  will  be  survived  by  his  spouse  Betty.  His  gross 
estate  of  $1,125,000  includes  the  following  items: 

•    $635,000  of  assets  held  in  only  his  name  [a  vacation  home  inherited  from  his 
parents  before  he  married,  $110,000;  securities,  $90,000;  part-ownership  of  a 
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business,  $250,000;  an  art  collection,  $100,000;  cash,  $25,000;  miscellaneous 
personal  assets  (such  as  jewelry  and  clothing),  $60,000]. 

•  $140,000  in  a  Keogh  retirement  plan. 

•  $350,000  in  jointly  owned  property  with  right  of  survivorship  (one-half  of 
the  values  of  the  Turners'  primary  residence  after  subtracting  the  mortgage 
balance,  $230,000;  checking  and  savings,  $30,000;  securities,  $90,000). 

In  addition,  Bobby  Joe's  will  bequeaths  $25,000  to  the  National  Wildlife  Fed- 
eration, and  his  miscellaneous  personal  assets  are  designated  for  his  wife.  The 
will  directs  that  the  remainder  of  his  assets  be  divided  between  his  wife  and  son. 
A  $150,000  life  insurance  policy  that  Betty  purchased  on  Bobby  Joe's  life  will  be 
excluded  from  his  estate,  as  will  $20,000  in  an  irrevocable  life  insurance  trust  set 
up  some  years  ago.  In  addition,  Bobby  Joe's  half  of  the  value  of  the  $30,000  tax- 


DECISION- 
MAKING 

Worksheet 


Calculation  of  Federal  Gift  and  Estate  Tax  Liability 


In  the  blank  spaces  below,  insert  the  estimated  val- 
ues pertaining  to  your  estate  to  calculate  (using 
Table  19.1)  the  amount  of  your  federal  gift  and 


estate  tax  liability,  if  any.  The  figures  in  the  left  col- 
umn below  represent  the  case  of  Bobby  Joe  Turner, 
which  is  discussed  in  the  text. 


Example  of  Bobby  Joe  Turner  Worksheet 


1.  Gross  estate  $1,125,000 

2.  Less  funeral  and  administrative  expenses  and  debts 

Funeral  -  8,000 

Estate  administrative  costs  -  22,000 

Debts  -  5,000 

3.  Less  marital  deduction  of  jointly  owned  property 

with  right  of  survivorship  (1/2  value)  -  1 75,000 

4.  Less  unlimited  marital  deduction  -0 

5.  Less  charitable  bequests  -  25,000 

6.  Less  transfers  by  trust  -  0 

7.  Tentative  taxable  estate  890,000 

8.  Add  taxable  gifts  (his  portion  of  excess  gifts)  +  15,000 

9.  Total  taxable  estate  905,000 

1 0.  Tentative  federal  gift  and  estate  tax*  308,750 

1 1 .  Less  unified  tax  credit  -  220,550 

1 2.  Net  federal  gift  and  estate  tax  $  88,200 


"  Using  Table  19.1,  the  calculations  are  $248,300  +  0.39  x  ($905,000  -  $750,000). 
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able  gift  to  his  son  for  a  home  down  payment  must  be  added  back  to  his  estate 
upon  his  death. 

Better  estate  planning  by  making  some  gifts  under  the  taxable  threshold  lim- 
itations (including  joint  gifts)  and  creating  some  trusts  could  have  eliminated 
this  tax  liability  and  permitted  most,  if  not  all,  of  the  $88,200  to  transfer  to  heirs 
instead  of  going  to  the  government.  Alternatively,  Betty,  acting  as  Bobby  Joe's 
personal  representative,  could  elect  the  unlimited  gift  tax  marital  deduction  to 
eliminate  the  entire  estate  tax  liability.  Upon  her  death,  a  substantial  estate  tax 
may  be  due.  As  you  can  see,  without  proper  planning,  a  substantial  portion  of 
your  estate  may  be  eroded  by  gift  and  estate  taxes,  especially  if  your  taxable 
estate  totals  more  than  $675,000. 


JKNOWl'l 


State  Death  Taxes:  Estate  and  Inheritance 

Two  kinds  of  state  death  taxes  may  be  required:  estate  and  inheritance. 

Estate  taxes  are  levied  by  four  states  (Mississippi,  New  York,  Ohio,  and  Okla- 
homa) in  a  manner  similar  to  the  federal  estate  tax.  Some  of  these  states  tax 
estates  valued  at  less  than  $600,000.  Tax  rates  range  from  1  percent  or  less  on 
property  passing  to  children  to  32  percent  on  property  going  to  unrelated  par- 
ties. The  decedent's  estate  must  pay  these  taxes. 

Roughly  half  of  the  states  use  a  pickup  tax,  which  is  applied  only  to  estates 
that  pay  federal  estate  taxes.  This  tax  is  designed  to  obtain  for  the  state  some  of 
the  money  that  otherwise  would  go  to  the  federal  government.  It  represents  the 
amount  of  the  credit  that  the  Internal  Revenue  Service  allows  for  state  death 
taxes  (i.e.,  the  IRS  assumes  a  certain  level  of  state  taxes).  The  revenue  comes  from 
the  federal  government's  share  of  the  estate  taxes,  not  from  the  estate  of  the 
deceased.  States  using  the  pickup  tax  merely  set  their  tax  at  the  level  assumed  by 
the  IRS.  The  estate  pays  the  tax  directly  to  the  state. 

Heirs  must  pay  state  inheritance  taxes  in 
16  states*  based  on  the  value  of  the  assets  they 
receive.  Even  though  the  heirs  and  beneficia- 
ries pay  the  inheritance  taxes,  as  a  practical 
matter  they  are  often  paid  out  of  the  cash 
remaining  in  an  estate.  After  all  bequests  have 
been  distributed,  then  the  beneficiaries  and 
heirs  divide  what  remains  and  use  the  funds 
for  the  taxes.  If  insufficient  cash  assets  exist  in 
the  estate,  however,  the  heirs  themselves  must 
pay  the  inheritance  taxes  in  proportion  to 
their  share  of  the  total  bequests.  When  the 
heirs  do  not  have  the  cash  available  to  pay  the 
taxes,  inherited  items  must  be  sold,  usually  at 
an  auction. 

Consider  the  case  of  Reggie  Harmon  of 
Hartford,  Connecticut,  who  had  an  estate  of 


Estate  Plannin 
Single  People 


Single  people  and  those  living  with  a  cohabitant 
do  not  receive  the  benefit  of  the  unlimited  gift  tax 
marital  deduction  to  reduce  estate  taxes.  If  they 
have  substantive  assets,  single  people  should  give 
gifts  and  put  money  into  irrevocable  living  trusts 
(with  one  cohabitant  as  trustee  and  the  other  as 
beneficiary)  to  transfer  assets  to  their  desired  heirs 
and  to  reduce  estate  taxes.  Unmarried  people  with 
large  estates  generally  need  a  substantial  amount  of 
life  insurance  because  it  is  more  difficult  to  reduce 
estate  taxes.  Such  insurance  should  be  owned  in 
such  a  way  that  the  proceeds  avoid  estate  taxes;  for 
details,  see  the  feature  on  how  to  arrange  your  life 
insurance  to  avoid  estate  taxes  (page  569). 


\g  for 


Connecticut,  Delaware,  Indiana,  Iowa,  Kansas,  Ken- 
tucky, Louisiana,  Maryland,  Montana,  Nebraska,  New 
Hampshire,  New  Jersey,  North  Carolina,  Pennsylvania, 
South  Dakota,  and  Tennessee. 
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$300,000  and  who  left  one-half  of  his  estate  to  his  wife,  5125,000  to  his  children, 
and  $25,000  to  his  sister.  Under  Connecticut  law,  the  $150,000  left  to  his  wife 
was  exempt  from  taxes.  As  required  by  Connecticut  law,  the  $125,000  left  to  his 
children  was  taxed  at  4.29  percent  on  the  amount  exceeding  $50,000  ($75,000  x 
0.0429  =  $3217.50).  The  $25,000  left  to  his  sister  was  taxed  at  5.72  percent  on 
the  amount  over  $6000  ($19,000  x  0.0572  =  $1086.80).  Thus,  an  inheritance 
tax  totaling  $4304.30  ($3217.50  +  $1086.80)  was  levied. 

Tax  rates  and  exemptions  vary  among  the  states  and  can  be  complicated. 
Contacting  a  tax  attorney  familiar  with  state  taxes  can  be  most  helpful  because 
exemptions  and  deductions  are  much  smaller  than  the  federal  allowances.  As  a 
result,  substantial  state  taxes  may  be  levied  on  a  relatively  small  estate.  In  addi- 
tion, many  surviving  children  have  been  forced  to  "sell  the  family  farm"  just  to 
pay  inheritance  taxes.  Heirs  of  lottery  winners  sometimes  face  the  same 
dilemma. 

One  solution  to  legally  avoid  paying  estate  and  inheritance  taxes  is  to  estab- 
lish an  irrevocable  life  insurance  trust  where  the  trust  becomes  the  life  insur- 
ance beneficiary.  At  the  death  of  the  grantor/insured,  the  trust  receives  the  funds 
needed  to  pay  the  taxes.  Another  solution  is  to  have  the  donor's  children  buy  a 
last-to-die  insurance  policy  (also  called  a  survivorship  insurance  policy)  on 
the  donor,  which  is  life  insurance  coverage  purchased  to  pay  estate  taxes.  Under 
the  IRS's  three-year  rule,  however,  the  proceeds  of  a  life  insurance  policy  are 
returned  to  the  estate  for  tax  purposes  when  the  decedent's  money  was  used  to 
pay  for  a  policy  within  three  years  of  death.  This  rule  also  applies  to  gifts. 


Summary 


1.  A  probate  court  generally  oversees  the  distri- 
bution of  assets  in  an  estate.  If  you  die  with 
a  valid  will,  the  court  will  distribute  your 
assets  according  to  the  provisions  of  that 
will.  If  you  die  without  a  will,  state  laws  will 
determine  how  your  assets  will  be  distrib- 
uted, often  utilizing  the  partnership  theory 
of  marriage  rights  (if  you  are  married). 

2.  Two  major  types  of  prearranged  actions  may 
be  taken  to  distribute  assets  outside  the  pro- 
visions of  a  will  and  outside  the  control  of  a 
probate  court:  transfers  by  operation  of  law 
and  transfers  by  contract.  These  actions  also 
assure  privacy. 

3.  As  contracts,  trusts  can  be  used  to  manage 
wealth  and  direct  income  for  a  specific  pur- 
pose for  the  benefit  of  the  creator  and  oth- 
ers. They  are  classified  as  either  living  trusts 
(established  while  the  creator  is  alive)  or 
testamentary  trusts  (established  upon  death). 


4.   It  is  vital  to  protect  the  value  of  your  estate 
through  avoidance  of  both  federal  gift  and 
estate  taxes  and  inheritance  taxes.  Four 
methods  are  available  to  eliminate  or  reduce 
these  taxes:  (1)  annual  gift  exclusion, 
(2)  split  gifts,  (3)  unlimited  gift  tax  marital 
deduction,  and  (4)  unified  gift  and  estate 
tax  credit. 


ey  Words  &  Concepts 


beneficiary       556 

codicil        557 

durable  power  of  attorney       559 

estate  planning       554 

federal  gift  and  estate  tax       564 

formal  will       556 

inheritance  tax       564 

intestate       559 


CHAPTER   19    Estate  Planning 


573 


joint  tenancy  with  right  of  survivorship        567 

last-to-die  insurance  policy       572 

letter  of  last  instructions       558 

living  will        559 

nonprobate  property        555 

partnership  theory  of  marriage  rights       560 

probate       555 

public  administrator        559 

revocable  living  trust       563 

separable  property        567 

unlimited  gift  tax  marital  deduction       567 

will        555 


uestions  for  Thought  &  Discussion 


1.  Define  "estate  planning"  and  explain  its  pur- 
poses. 

2.  Why  should  probate  be  avoided  if  possible? 

3.  Distinguish  between  probate  property  and 
nonprobate  property. 

4.  What  are  the  main  reasons  for  having  a  will? 

5.  Identify  the  parties  who  would  be  named  in 
a  will. 

6.  Cite  some  key  responsibilities  for  an  executor 
of  a  will. 

7.  Distinguish  between  a  holographic  will  and  a 
nuncupative  will. 

8.  Identify  some  of  the  key  provisions  that 
should  be  noted  in  a  will. 

9.  How  is  a  letter  of  last  instructions  used? 

10.  Distinguish  between  a  durable  power  of 
attorney  and  a  health  care  proxy. 

11.  Distinguish  between  a  living  will  and  a 
health  care  proxy. 

12.  Distinguish  between  a  public  administrator 
and  a  guardian. 

13.  How  might  a  state  law  handle  an  estate  in 
the  event  of  the  death  of  a  single  person 
without  a  will?  A  married  person  with  one 
child  without  a  will? 


14.  Describe  the  partnership  theory  of  marriage 
rights. 

15.  Distinguish  between  community  property 
and  separable  property. 

16.  List  some  assets  that  can  be  transferred  by 
operation  of  law  and  by  contract. 

17.  List  five  reasons  why  people  create  trusts. 

18.  Distinguish  between  a  living  trust  and  a  tes- 
tamentary trust. 

19.  How  does  a  revocable  living  trust  differ  from 
an  irrevocable  trust? 

20.  Give  an  example  of  how  people  use  charita- 
ble remainder  trusts  to  boost  current  income. 

21.  What  is  the  purpose  of  the  unified  gift  and 
estate  tax  credit? 

22.  Distinguish  between  the  federal  gift  and 
estate  tax  and  an  inheritance  tax. 

23.  Describe  the  use  of  the  gift  tax  exclusion. 

24.  List  three  key  ways  to  give  money  to  chil- 
dren for  college. 

25.  Why  is  the  cost  basis  an  important  consider- 
ation when  making  a  gift? 

26.  Summarize  how  gifts  might  reduce  your 
estate  taxes. 

27.  Cite  an  advantage  and  a  disadvantage  of 
passing  assets  from  one  spouse  to  another 
utilizing  the  unlimited  gift  tax  marital 
deduction. 

28.  What  subtractions  are  taken  from  a  gross 
estate  for  federal  estate  tax  purposes  to  calcu- 
late the  taxable  estate? 

29.  List  the  ways  to  arrange  your  life  insurance 
to  avoid  estate  taxes. 

30.  Distinguish  between  state  estate  taxes  and 
state  inheritance  taxes. 


DECISION-MAKING  CASES 

Case  1    A  Couple  Considers  the  Ramifications 
of  Dying  Intestate 

Louise  Parker  of  Seattle,  Washington,  is  a  34-year- 
old  police  detective  earning  $45,000  per  year.  She 
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and  her  husband,  Chris,  have  two  children  in  ele- 
mentary school.  They  jointly  own  (with  survivor- 
ship rights)  a  modestly  furnished  home  and  two 
late-model  cars;  along  with  a  snowmobile,  these 
items  are  their  principal  physical  assets.  Each 
spouse  is  covered  by  a  $50,000  term  life  insurance 
policy.  They  have  $5000  in  a  joint  savings  account 
(without  survivorship  rights).  Neither  Louise  nor 
Chris  has  a  will. 

(a)  List  four  possible  negative  things  that  could 
happen  if  either  Louise  or  Chris  were  to  die 
without  a  will. 

(b)  What  would  be  the  most  important  negative 
consequence  of  not  having  a  will  if  both 
Louise  and  Chris  were  to  die  in  some  type  of 
accident? 

(c)  Louise  often  mentions  the  cost  of  an  attor- 
ney as  a  reason  for  not  having  a  will.  How 
might  the  problem  of  not  having  a  will  be 
solved  at  a  lower  cost? 

Case  2    A  Lottery  Winner  Practices 
Estate  Planning 

Your  good  friend  and  next-door  neighbor,  Robert, 
has  just  announced  that  he  has  the  single  winning 
ticket  in  the  $7,000,000  lottery  drawing  of  last 
week.  Robert  is  60  years  old  and  divorced  and  has 
two  adult  children  (Mary  and  Kitty)  and  four 
grandchildren.  Recognizing  that  you  are  not  an 
attorney,  but  knowing  that  your  friend  needs  per- 
sonal financial  advice,  offer  some  estate  planning 
suggestions  regarding  the  following  points: 

(a)  Assume  that  Robert's  taxable  estate  now 
amounts  to  $7,200,000  and,  after  using  Table 
19.1  to  calculate  Robert's  estate  tax  liability 
total  (if  he  died  tomorrow),  give  him  that 
figure  while  offering  him  a  single  piece  of 
general  advice. 

(b)  What  advice  can  you  offer  about  the  amount 
of  each  gift  that  Robert  might  give  that 
would  be  excluded  from  his  estate? 

(c)  Name  three  specific  types  of  trusts  that 
Robert  might  consider  to  reduce  his  eventual 
estate  taxes. 

(d)  Offer  some  suggestions  on  how  Robert  might 
arrange  his  life  insurance  to  avoid  estate 
taxes. 


(e)    Offer  Robert  some  suggestions  on  how  to 
pay  for  the  college  educations  of  his  grand- 
children. 


Financial  Math  Questions 

1.   Christie  and  Darryl  DeGuzman  regularly 
saved  and  invested  to  the  point  where  they 
are  now  in  a  financial  position  to  be  able  to 
afford  many  of  their  dreams.  They  have 
decided  to  help  pay  for  the  college  education 
of  Christie's  divorced  sister's  child,  Christo- 
pher, who  is  five  years  of  age.  The  DeGuz- 
mans  put  $8000  into  a  custodial  mutual 
fund  account  for  Christopher.  Answer  the 
following  questions. 

(a)  If  Christopher's  account  grows  at  an 
annual  rate  of  8  percent  and  all  dividends 
are  reinvested,  how  many  years  will  it 
take  for  the  account  to  grow  to  the  point 
where  the  child  must  pay  income  taxes? 

(b)  If  the  custodial  account  eventually  earns 
annual  dividends  of  $1500,  how  much 
will  the  child  owe  in  income  taxes, 
assuming  Christopher  must  pay  at  a  tax 
rate  of  15  percent?  (Hint:  See  the  feature 
"How  to  Give  Money  to  Children  for 
College.") 

(c)  If  the  custodial  account  eventually  earns 
annual  dividends  of  $2000,  how  much 
will  the  child  owe  in  income  taxes, 
assuming  a  tax  rate  of  28  percent? 

(d)  m    If  Christopher's  account  of  $8000 
— <m  grows  at  an  after-tax  annual  rate  of 
5  percent  with  all  dividends  reinvested, 
how  much  will  the  account  contain  13 
years  later  when  the  child  is  ready  to 
begin  college?  [Hint:  Use  Appendix  A.l  or 
the  Garman/Forgiie  Web  site  to  solve  for 
the  answer.] 

(e)  If  college  expenses  for  one  year  will 
amount  to  S40.000  in  13  years,  how 
much  should  the  DeGuzmans  put  into  a 
custodial  account  growing  at  an  after-tax 
rate  of  5  percent  to  have  enough  to  pay 
the  first  year  of  schooling?  [Hint:  Use 
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Appendix  A.l  or  the  Garman/Forgue  Web 
site  to  solve  for  the  answer.] 

Mel  Stafford  of  Boston,  Massachusetts,  has 
been  named  executor  of  the  estate  of  his 
aunt,  who  recently  died.  As  executor,  he 
wishes  to  determine  the  estate  taxes  that 
must  be  paid.  The  following  data  apply  to 
the  estate:  gross  estate,  $1,430,000; 
deductible  expenses  for  settlement  of  the 
estate,  $75,000;  debts  of  the  estate,  $30,000; 
charitable  contributions,  $75,000;  and  irrev- 
ocable trusts  of  $100,000  to  each  of  the  five 
nieces  and  nephews.  Not  long  before  her 
death,  the  aunt  gave  Mel  an  additional 
$10,000.  Develop  a  table  similar  to  that  con- 
tained in  the  Decision-Making  Worksheet  on 
page  570  using  Mel's  information,  and  then 
answer  the  following  questions: 

(a)  What  is  the  gross  estate? 

(b)  What  is  the  taxable  estate? 

(c)  What  is  the  unified  estate  tax  credit  for 
this  estate? 

(d)  What  amount  of  estate  taxes  will  be 
owed? 

(e)  Will  taxes  be  assessed  on  the  $10,000  gift 
to  Mel? 

Randy  Carter  died  recently  without  a  valid 
will.  His  gross  estate  for  federal  estate  tax  pur- 
poses was  $2.2  million.  Randy's  wife,  Imelda, 
and  three  children  were  his  only  survivors. 
Answer  the  following  questions,  assuming 
that  Randy's  state  of  residence  followed  the 
typical  guidelines  of  division  (one-half  for  the 
spouse  with  the  children  splitting  the  remain- 
der): 

(a)  What  will  be  the  proportional  division  of 
assets  for  the  wife  and  the  children? 

(b)  What  dollar  amount  will  be  inherited  by 
Imelda? 

(c)  If  Imelda  now  dies  without  a  will,  what 
will  be  the  proportional  division  of 
assets,  assuming  that  she  has  no  other 
living  relatives  other  than  her  children? 

(d)  If  Imelda  has  personal  assets  (beyond  her 
inheritance  from  Randy)  that  have  a  fair 


market  value  of  $400,000,  when  she  dies, 
how  much  will  her  gross  estate  total? 

(e)  Assuming  Imelda's  estate  paid  $6000  for 
her  funeral  expenses  and  $180,000  to  pay 
off  the  remaining  debts,  use  Table  19.1  to 
calculate  the  amount  of  federal  gift  and 
estate  tax  on  Imelda's  estate. 

4.  Jennifer  and  John  Martin  have  three  chil- 
dren. She  is  a  teacher  and  he  is  a  pharmacist. 
Jennifer's  sole  and  separate  property  and 
their  fair  market  values  are  an  automobile 
($5000),  paintings  ($10,000),  personal  prop- 
erty ($25,000),  an  individual  retirement 
account  ($25,000,  for  which  John  is  the  ben- 
eficiary), and  a  state  teacher's  retirement 
plan  ($50,000,  for  which  John  is  the  benefi- 
ciary). John's  sole  and  separate  property  are  a 
condominium  ($90,000),  an  automobile 
($13,000),  a  boat  ($5000),  personal  property 
($20,000),  a  mutual  fund  ($60,000),  and  an 
employer  pension  plan  ($100,000,  for  which 
Jennifer  is  the  beneficiary).  Their  jointly 
owned  property  includes  a  checking  account 
($6000),  a  money  market  fund  ($25,000),  a 
certificate  of  deposit  ($50,000),  a  mutual 
fund  ($60,000),  home  furnishings  ($20,000), 
and  personal  property  ($10,000).  The  details 
of  their  life  insurance  follow: 


Owner      Insured     Beneficiary   Amount 


Cash 
Value 


Policy  1  Jennifer  Jennifer  John 

Policy  2  John  Jennifer  John 

Policy  3  John  John  Jennifer 

Policy  4  Jennifer  John  Jennifer 


$100,000  $15,000 

$  50,000  $  8,000 

$100,000  0 

$250,000  $   1,500 


(a)  Calculate  Jennifer's  probate  estate. 

(b)  Calculate  Jennifer's  gross  estate. 

(c)  Calculate  John's  probate  estate. 

(d)  Calculate  John's  gross  estate. 
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MONEY  MATTERS:  LIFE-CYCLE  CASES 

Victor  and  Maria  Update 
Their  Estate  Plans 

Since  retiring  earlier  this  year,  Victor  and  Maria 
have  found  that  their  assets  amount  to  approxi- 
mately $800,000,  made  up  of  the  following:  Vic- 
tor's half-interest  in  their  home  ($90,000),  his 
tax-sheltered  pension  plan  ($144,000),  his  stock 
($56,000),  and  personal  property  ($50,000); 
Maria's  half-interest  in  their  home  ($90,000),  the 
inherited  home  from  her  mother  ($120,000),  her 
tax-sheltered  pension  plan  ($112,000),  the  present 
value  (obtained  from  Victor's  employer)  of  the 
survivor's  benefits  under  her  husband's  defined- 
benefit  pension  plan  ($60,000),  personal  property 
($50,000),  and  her  zero-coupon  bonds  ($28,000). 

1.  Offer  the  Hernandezes  advice  about  how 
each  might  establish  a  durable  power  of 
attorney. 

2.  Should  both  Victor  and  Maria  have  living 
wills  and  health  care  proxies?  Why  or  why 
not? 

3.  Victor  purchased  his  $100,000  term  life 
insurance  policy  through  his  employer,  and 
he  has  been  paying  on  his  privately  pur- 
chased $50,000  whole  life  policy  for  many 
years  (which  now  has  a  cash  value  of 
$30,000).  Maria  is  listed  as  the  beneficiary  on 
both  policies.  Assuming  that  Victor  owns 
both  policies,  what  advice  can  you  offer 
regarding  ownership  of  the  two  policies? 

4.  If  Victor  were  to  die  tomorrow  (before  own- 
ership of  the  insurance  policies  could  be 
changed),  what  would  Victor's  gross  estate  be 
for  tax  purposes? 

5.  If  Maria  were  to  die  one  day  after  Victor's 
death,  what  would  Maria's  gross  estate  be  for 
tax  purposes?  (Hint:  Add  in  the  life  insur- 
ance death  benefits.) 

6.  Offer  Victor  and  Maria  some  suggestions  on 
how  to  ease  the  transfer  of  assets  to  their 
adult  children  and  grandchildren. 

7.  Calculate  the  estimated  value  of  Victor  and 
Maria's  tax-sheltered  pension  plans,  now 


$256,000  ($144,000  +  $112,000),  if  those 
assets  increase  at  a  rate  of  10  percent  annu- 
ally for  the  next  ten  years. 

Belinda  Johnson  Helps  Her  Uncle 
Plan  His  Estate 

Belinda  Johnson  has  been  approached  by  her 
uncle,  David  Lawrence,  who  seeks  advice  about 
planning  his  estate.  She  has  been  handling  some 
of  David's  investments,  and  he  trusts  her  judg- 
ment on  financial  matters.  David  has  a  net  worth 
of  $2,340,000.  At  age  54,  he  is  concerned  about 
preparing  his  finances  so  that  as  much  as  possible 
of  his  estate  will  go  to  his  heirs  according  to  his 
wishes.  David  has  no  will  but  has  written  down 
some  of  his  ideas.  He  has  no  wife  or  children  but 
wants  to  provide  for  his  mother,  four  nephews, 
Belinda,  and  a  disabled  sister. 

1.  What  is  the  first  action  David  should  take  in 
planning  his  estate?  Why? 

2.  How  might  David  use  gifts  to  help  reduce  his 
estate  taxes? 

3.  Why  might  a  revocable  living  trust  be  a  good 
idea  for  David  in  providing  for  his  mother 
and  sister? 

4.  What  other  types  of  trusts  might  David  use 
in  his  estate  planning? 


^ 


Exploring  the  World  Wide 
Web  of  Personal  Finance 
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To  complete  these  exercises,  go 
to  the  Garman/Forgiie  Web  site  at 

www.hmco.com/college/busmess/ 

Select  Personal  Finance.  Click  on  the  exercise 
link  for  this  chapter  and  answer  the  questions 
that  appear  on  the  Web  page. 

1.   Visit  the  Web  site  for  State  Farm  Insurance. 
Take  the  estate  planning  quiz  provided  and 
list  two  actions  you  would  take  as  a  result  of 
what  you  learned  from  your  right  and  wrong 
answers  to  the  quiz. 
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Visit  the  Web  site  of  Diane  Reis,  Attorney  at 
Law,  where  you  will  find  an  estate  tax  calcu- 
lator. Assume  a  person  has  a  $100,000  (do 
not  use  commas  when  entering  data)  life 
insurance  policy,  a  paid-for  home  valued  at 
$135,000,  $435,000  in  a  retirement  plan,  and 
$44,000  in  other  assets.  Assume  $17,000  in 
debts  and  a  desire  to  give  $20,000  to  a  uni- 
versity scholarship  fund  at  death.  What 
would  be  the  estimated  estate  tax  on  such  an 
estate,  and  how  much  could  be  saved  using  a 
bypass  trust?  Assuming  a  home  valued  at 
$350,000  and  other  assets  of  $444,000, 
answer  these  same  questions.  Explore  the  site 
further  to  determine  two  groups  of  people 
who  might  benefit  from  bypass  trusts. 

Visit  the  Web  site  of  Recer  Estate  Services  to 
determine  if  your  state  has  an  inheritance 
tax.  If  so  how,  how  does  your  state's  top  tax 
rate  compare  with  the  rates  of  the  other 
states?  Use  the  Yahoo  search  feature  to 


search  for  additional  information  on  your 
state's  inheritance  tax  by  typing  the  words 
"yourstatename+inheritance+tax"  in  the 
appropriate  box. 

4.  Upon  death,  one's  will  may  become  a  public 
document  through  the  probate  process.  Visit 
the  Court  TV  Web  site,  where  the  wills  of  a 
number  of  famous  people  have  been  posted. 
Select  a  person  whose  will  interests  you. 
Identify  three  estate  planning  techniques 
outlined  in  this  chapter  that  were  used  by 
that  person. 

5.  Visit  the  Web  site  for  Choices  in  Dying, 
where  you  will  find  an  explanation  of 
advance  directives  and  can  download  forms 
and  information  on  the  laws  in  all  states  and 
the  District  of  Columbia.  Read  and/or  down- 
load the  information  and  forms  for  your 
state.  Is  an  advance  directive  something  you 
would  consider  based  on  your  understanding 
of  your  state's  laws? 
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Many  of  us  go  to  a  doctor  every  year 
for  an  annual  physical  checkup,  but  how  often 
do  we  review  our  financial  situations?  The 
Financial  Checkup  is  designed  to  help  you 
take  a  quick  look  at  your  overall  financial 
situation  on  an  annual  basis. 

Why  is  it  important  to  review  your 
finances  on  an  annual  basis?  There  are  many 
financial  problems  that  individuals  and  fami- 
lies face  throughout  their  lives.  As  a  nation 
we  have  witnessed  high  bankruptcy  rates,  over- 
indebtedness,  low  savings  rates,  and  inad- 
equate retirement  savings.  Looking  at  your 
financial  situation  can  help  you  decide  if  you 
are  at  risk  for  these  and  other  financial  prob- 
lems. 

By  evaluating  your  financial  situation  on 
an  annual  basis,  you  will  be  able  to  keep  up 
with  changing  situations.  You  will  also  be  able 
to  evaluate  progress  toward  your  goals  which 
will  help  provide  peace  of  mind  about  your 
financial  situation. 

The  Financial  Checkup  will  help  you 
answer  the  following  questions: 

1.  Where  am  I  now? 

2.  Where  do  I  want  to  go? 

3.  How  do  I  get  there? 

Chapters  2  through  8  will  help  you  deter- 
mine your  current  financial  situation.  Chapter 
2  will  help  you  develop  a  Net  Worth  state- 
ment, and  Chapter  3  will  help  you  develop  an 
Income  and  Expense  statement.  These  two 
statements  will  provide  information  for 
Chapter  4  on  financial  ratios.  These  three 
chapters  will  take  a  good  look  at  your  debt  in 
regard  to  your  assets  and  income.  Chapter  4 


will  give  guidelines  and  recommendations  for 
debt  levels. 

Continuing  on  with  the  picture  of  where 
you  are  now,  Chapter  5  will  discuss  savings. 
Recommendations  will  be  given  for  four  types 
of  savings.  Chapter  6  considers  retirement 
needs,  Chapter  7  takes  a  quick  look  at  taxes, 
and  Chapter  8  deals  with  insurance.  Chapter  8 
will  help  you  evaluate  your  insurance  needs  in 
the  areas  of  homeowners  or  renters,  auto,  life, 
health,  disability,  and  others. 

Next  the  Financial  Checkup  helps  you 
look  at  where  you  want  to  go  financially. 
Chapters  2  through  8  can  point  out  areas  of 
concern  and  chapter  9  helps  you  turn  those 
concerns  into  goals.   These  goals  can  help 
you  eliminate  these  areas  of  concern  and  help 
you  strengthen  your  overall  financial  situation. 

Finally,  the  Financial  Checkup  helps  you 
decide  how  to  reach  those  goals.  Chapter  1 0 
looks  at  implementing  those  goals  through  use 
of  a  budget.  There  are  many  worksheets 
provided  in  this  booklet.  Permission  is  given 
to  copy  the  worksheets.  Copy  them  before 
you  write  on  them  and  use  them  each  year. 
Have  a  notebook  or  file  for  these  completed 
worksheets.  Comparing  the  current  year  to 
the  previous  few  years  will  help  you  recognize 
progress  that  you  have  made  or  help  you 
identify  areas  of  occasional  backsliding. 

At  the  end  of  this  Chapter  you  will  find  a 
Checklist  for  each  of  the  topics.  As  with  the 
other  worksheets,  make  a  copy  of  it  before 
you  write  on  it.  As  you  read  through  the 
booklet,  make  notes  about  things  you  want  to 
think  about  or  look  into.  This  checklist  will 
be  the  start  of  your  goals. 

At  the  end  of  each  chapter  you  will  find  a 
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box  called  Quick  Check.  This  information  is 
provided  for  you  to  look  at  year  after  year. 
Read  this  booklet  the  first  time  you  do  the 
Financial  Checkup  and  then  when  you  repeat 
this  process  next  year  you  may  be  able  to 
refer  to  the  Quick  Check  boxes  instead  of 
rereading  the  entire  booklet. 

The  Financial  Checkup  is  not  meant  to  be 
an  in-depth  financial  course.  The  purpose  of 


The  Financial  Checkup 
the  Financial  Checkup  is  to  help  you  quickly 
find  problem  areas  in  your  financial  situation 
and  identify  solutions  to  those  problems,  not 
to  give  you  a  broad  education.  More  financial 
education  is  recommended. 

Along  with  your  physical  health,  take 
care  of  your  financial  health.  Do  the  Financial 
Checkup  annually  and  work  toward  having  a 
clean  financial  bill  of  health! 


1 


Qulch\^\ 


1 .  Obtain  a  notebook  or  file 

2.  Copy  the  worksheets  in  each 
chapter 

3.  Take  notes  on  the  0*  list 
worksheet  while  going  through 
the  Financial  Checkup. 

4.  Read  the  text  the  first  time, 
then  refer  to  the  Quick  0"  box 
thereafter 
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NAME(S)  [JksLnnJJ^I  \a  />jAWS 


DATE 


▼    LIST  -  write  down  areas  of  concern  while  going  through  the  checkup.  Use  this 
sheet  to  make  your  financial  goals. 


NET  WORTH  STATEMENT 

INCOME  AND  EXPENSE  STATEMENT 

FINANCIAL  RATIOS 

SAVINGS 

RETIREMENT 

TAXES 

INSURANCE 

Homeowners/Renters 

Auto 

Life 

Health 

Disability 
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[yf  Chapter  2 

~  -  mT  WOKTU  STATEMENT  - 


A  Net  Worth  Statement  takes  a  look  at 
assets  and  liabilities  and  finds  the  difference 
between  the  two.  It  looks  at  your  financial 
situation  for  that  particular  day.  It  is  often 
called  a  "snap  shot"  of  a  financial  situation 
because  it  takes  a  look  at  one  point  in  time. 
Keep  this  in  mind  as  you  do  your  Net  Worth 
Statement. 


ASSETS 

First,  start  with  assets.  It  is  good  to 
divide  assets  into  liquid,  tangible,  and  invest- 
ment categories.  This  will  be  important  later 
when  calculating  financial  ratios. 

Liquid  assets  are  cash,  or  items  that 
can  be  quickly  converted  to  cash.  Checking 
accounts,  savings  accounts,  and  money  market 
funds  would  fit  into  this  category.  You  may 
also  want  to  count  certificates  of  deposit 
(CDs).  Even  though  CDs  are  supposed  to  be 
tied  up  for  a  certain  amount  of  time,  you  could 
withdraw  your  money  early  if  it  was  needed 
for  an  emergency.  Find  out  the  balance  of  all 
your  accounts  and  the  cash  you  have  on  hand 
to  calculate  your  liquid  assets. 

Tangible  assets  are  physical  assets. 
These  assets  would  include  a  home,  automo- 
biles, jewelry,  and  other  personal  property. 
You  can  make  an  extensive  list  of  personal 
property  if  you  wish,  but  it  is  often  easier  to 
lump  together  appliances,  televisions,  com- 
puters, clothing,  tools,  etc.  If  any  of  these 
items  have  a  high  value,  you  may  wish  to 
record  them  separately. 

One  of  the  most  important  things  to 
remember  with  tangible  assets  is  to  use  the 


fair  market  value.  This  is  the  amount  some- 
one else  would  be  willing  to  pay  for  that  asset. 
You  may  want  to  leave  out  clothing  and  most 
household  items  and  just  write  down  the 
bigger  items. 

For  tangible  assets,  be  sure  not  to 
include  sentimental  value.  If  you  were  the 
recipient  of  your  Grandmother's  wedding  veil, 
you  might  not  sell  it  for  thousands  of  dollars. 
However,  the  fair  market  value,  or  what  some- 
one else  would  pay  for  it,  may  be  next  to 
nothing.  Home  values  work  the  same  way.  Try 
to  find  out  what  your  home  could  sell  for 
today.  You  may  be  able  to  do  this  by  looking 
at  prices  for  similar  homes  in  your  area. 
Automobile  values  can  be  found  by  looking  on 
the  Internet  or  by  asking  a  loan  officer. 

Investment  assets  come  next.  These 
assets  include:  stocks,  bonds,  mutual  funds, 
retirement  funds  (vested),  and  real  estate  (if  it 
is  for  investment  purposes).  Look  at  their 
value  on  the  day  you  decide  to  do  your  Net 
Worth  Statement. 

Subtotal  each  of  the  asset  categories 
and  then  add  those  together  for  your  total 
asset  amount. 


LIABILITIES 

Next,  and  not  as  fun,  look  at  your 
liabilities,  or  debts.  It  is  sometimes  helpful  to 
divide  these  into  categories  also.  The  first 
category  is  short-term.  This  would  include 
debt  that  you  plan  to  pay  off  soon,  maybe 
within  one  year.  It  is  often  best  to  leave  off 
any  monthly  bills  that  don't  carry  over  a 
balance,  like  utility  bills.  However,  a  doctor 
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or  dentist  bill  could  be  a  liability  if  you  are 
paying  only  part  of  the  bill  each  month. 

Write  down  the  total  balance,  not  the 
amount  you  need  to  pay  this  month.  If  you 
have  worked  out  a  payment  plan  with  the 
dentist,  don't  put  down  what  you  owe  this 
month,  write  down  the  total  amount  owed.  If 
you  have  taxes  due  that  have  not  been  paid,  add 
them.  Credit  cards  should  also  be  written 
down  as  the  total  amount  due,  not  the  mini- 
mum payment  due  this  month. 

Long-term  liabilities  would  include  a 
home,  automobiles,  student  loans,  home 
equity  loans,  and  any  other  loans  that  may  take 
more  than  one  year  to  pay  off.  Again,  do  not 
write  down  the  monthly  payment,  write  down 
the  full  amount  due  on  the  loan.  Your  house 
payment  may  be  $947  a  month,  but  if  you  owe 
$  1 54,798  on  the  loan,  that  is  the  amount  that 
goes  on  the  Net  Worth  Statement,  not  the 
$947. 

Subtotal  both  of  the  liability  categories 
and  then  add  those  two  amounts  together.  This 


will  give  you  the  total  amount  of  liabilities. 


NETWORTH 

Net  worth  is  easily  calculated  by  taking 
the  total  asset  amount  and  subtracting  the  total 
liability  amount.  What  is  remaining  is  called 
net  worth.  It  may  be  a  positive  or  negative 
number.  It  is  common  to  have  a  negative  net 
worth  when  young.  This  may  be  due  to  student 
loans,  low  savings,  and  buying  your  first  home. 
As  you  progress  through  life,  your  net  worth 
should  increase. 

A  Net  Worth  Statement  in  and  of  itself 
does  not  show  an  overall  financial  picture.  It 
is  good  to  help  you  look  at  the  value  of  your 
assets  and  the  extent  to  which  you  are  in  debt. 
It  is  especially  helpful  to  show  progress.  By 
doing  a  Net  Worth  Statement  every  year,  you 
can  see  if  your  net  worth  is  increasing  or 
decreasing. 


Qulch\^f 


1 .  Find  the  current  balance  on  all 
accounts. 

2.  Estimate  the  current  market 
value  for  all  tangible  assets. 

3.  Determine  all  debt  balances. 

4.  Copy  and  fill  out  the  Net  Worth 
Statement  worksheet. 
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DATE 


NET  WORTH  STATEMENT 


ASSETS 


Market  Value 


LIABILITIES 


LIQUID 
Cash 
Checking 
Savings 

Certificate  of  Dep. 
Money  Market  Funds 
Other 


SUB-TOTAL 


SHORT-TERM 
Credit  Card 


Taxes 

Utilities 

Medical 


Other 


SUB-TOTAL 


Amount 


TANGIBLE 
Home 
Auto 

Auto 

Personal  Property 

Other 


SUB-TOTAL 


LONG-TERM 
Home 

Auto 

Auto 


Real  Estate 
Student  Loan 
Home  Equity 
Other 


INVESTMENT 
Stocks 
Bonds 

Mutual  Funds 
Retirement  Funds 
Real  Estate 
Other 


SUB-TOTAL 


TOTAL  ASSETS 


SUB-TOTAL 


TOTAL  LIABILITIES 


Total  Assets 
Total  Liabilities 
NET  WORTH 
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[\?fchapter  3 

-  INCOME  £r  EXPEW5E  STATEMENT  - 


Besides  a  Net  Worth  Statement,  an 
Income  &  Expense  Statement  is  necessary  for 
gaining  information  for  financial  ratios.  An 
Income  &  Expense  statement  looks  at  all  your 
income  and  expenses  for  a  given  period.  For 
the  Financial  Checkup,  we  will  be  looking  at  a 
one  month  period. 

An  Income  &  Expense  Statement  can 
be  done  in  two  ways.  The  most  accurate  way 
is  to  track  all  of  your  income  and  expenses  for 
one  month.  This  will  give  you  a  very  accurate 
picture  of  spending  as  well  as  income.  Al- 
though somewhat  time  consuming,  it  is  the 
best  way  to  obtain  the  needed  information. 

One  drawback  to  this  method  is  that 
many  people  say  they  did  not  have  a  "typical" 
month  while  tracking.  They  feel  they  had 
some  added  expenses  the  month  they  track  and 
that  may  make  the  picture  look  different  than 
usual.  Although  this  may  be  true,  sometimes 
it  seems  that  every  month  is  unusual.  Extra 
expenses  seems  to  come  around  all  the  time. 
We  may  need  to  ask  what  is  usual?  Is  there 
such  a  thing? 

The  other  method  is  to  estimate  all 
income  and  expenses  for  a  month.  While  this 
may  show  a  more  "usual"  picture,  it  is  often 
less  accurate.  Many  people  tend  to  underesti- 
mate expenses.  They  leave  out  categories  and 
forget  items  such  as  cleaning  supplies  or  pet 
food.  This  problem  can  be  lessened  by  look- 
ing at  past  receipts  or  a  checkbook.  You  may 
be  able  to  get  a  fairly  close  estimate  by  doing 
this. 

Of  the  two  methods,  tracking  would 
give  you  the  most  accurate  picture.  However, 
if  you  will  get  bogged  down  by  thinking  about 
tracking,  don't  do  it.  Try  the  method  of  esti- 


mating, but  think  carefully  and  try  to  be  as 
realistic  as  possible. 


EXPENSES 

The  Income  &  Expense  Statement 
differs  from  a  Net  Worth  Statement  because 
you  write  down  what  you  pay,  not  what  you 
owe.  Beginning  with  fixed  expenses,  or 
expenses  that  usually  stay  the  same,  write 
down  what  you  owe  for  one  month.  For  a 
mortgage  payment,  write  down  your  monthly 
payment.  Write  down  other  loan  payments  for 
such  things  as  credit  cards,  automobiles, 
furniture,  etc. 

Also  include  savings  and  investments, 
even  though  you  may  not  consider  these 
expenses.  You  are  more  likely  to  save  if  you 
do  treat  them  as  a  fixed  expense.  The 
worksheet  has  a  space  for  a  revolving  savings. 
This  is  to  provide  for  irregular  expenses  and 
will  be  discussed  in  Chapter  5. 

Next  come  variable  expenses,  or 
expenses  that  are  often  different  from  month 
to  month.  This  would  include  utilities,  food, 
gasoline  for  automobiles,  medical  expenses, 
entertainment,  and  anything  else  that  you 
spend  money  on. 

Be  careful  not  to  count  any  expenses 
twice.  It  is  easy  to  count  money  taken  out  of 
an  ATM  and  then  count  it  again  as  you  use  it  to 
purchase  something.  The  same  thing  applies 
with  credit  card  purchases.  Count  only  the 
amount  when  something  is  purchased,  or  when 
you  pay  a  credit  card  bill,  not  both.  Expenses 
are  usually  high  enough  without  counting  them 
twice! 
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Subtotal  the  fixed  expenses  and  the 
variable  expenses.  Then  total  them  both 
together  for  the  total  expense  amount. 


INCOME 

The  most  common  form  of  income  is  a 
salary  or  wage.  This  may  be  easy  for  you  to 
remember  if  you  are  not  tracking  your  income 
and  expenses  for  one  month.  You  can  look  at 
past  paycheck  stubs  and  pay  statements.  If 
your  pay  is  not  the  same  each  month,  you  may 
want  to  take  an  average  of  the  last  6  to  1 2 
months. 

Other  forms  of  income  could  include 
bonuses,  tips,  interest,  dividends,  gifts,  or 
rebates.  Do  not  include  any  money  taken  out 
of  savings  or  investments.  This  is  already 
your  money  and  is  not  new  income  to  you. 
Some  people  will  show  a  loss  without  count- 
ing money  taken  out  of  savings.  It  is  impor- 
tant to  be  aware  of  this  because  it  affects  net 
worth.  When  you  take  money  out  of  savings 
to  spend,  your  overall  net  worth  decreases. 
Total  all  income  to  determine  your  income 
total  for  one  month. 


NET  GADS  OR  LOSS 

Take  your  income  total  and  subtract 
your  expense  total  from  that  amount.  What  is 
left  is  your  net  gain  if  it  is  a  positive  number, 
or  a  net  loss  if  it  is  a  negative  number.  A  net 
loss  may  happen  on  occasion  and  not  be  a 
problem.  However,  a  net  loss  over  time  can 
lead  to  serious  financial  problems. 


SAVING  AND  INVESTING 

Although  we  are  counting  saving  and 
investing  as  an  expense,  we  are  also  going  to 
look  at  it  separately.  This  is  done  because 
saving  and  investing  is  not  a  loss  to  you  like 
purchasing  something  perishable.  Saving  and 
investing  will  increase  your  net  worth.  By 
pulling  those  amounts  out,  you  can  see  how 
some  of  your  expenses  are  helping  your 
financial  situation.  Think  of  this  as  a  little  "pat 
on  the  back"  for  yourself. 


QulchWC 


1 .  Track  your  expenses  for  one 
month  or  estimate  your  ex- 
penses by  looking  at  past  ex- 
penses. 

2.  Don't  count  any  expenses  twice. 

3.  Count  savings  and  investing  as 
an  expense.  Also  write  them 
down  separately. 

4.  Total  all  income  for  one  month. 

5.  Copy  and  fill  out  the  Income  & 
Expense  Statement  using  the 
above  information. 

6.  Determine  net  gain  or  loss  by 
subtracting  expenses  from 
income. 
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NAME(S) 


DATE      from 


to 


INCOME  AND  EXPENSE  STATEMENT 


EXPENSES 


Amount 


INCOME 


Amount 


Fixed 


Rent/Mortgage 
Savings/Investment 
Revolving  Savings 
Loans 


Insurance 
Other 


SUB-TOTAL 

Variable 
Utilities 

Phone/Cell 

Cable 

Other 


Food  -  groceries 

Eating  Out 
Gasoline  for  Autos 
Household 
Personal  Care 
Clothing 

Laundry/Dry  Clean 
Medical  -  Doctors 

Prescriptions 
Personal  Allowance 
Entertainment 
Contributions 
Miscellaneous 

Other 

SUB-TOTAL 

EXPENSE  TOTAL 


Salary  (take  home) 


Bonuses,  tips,  etc. 
Interest  and  Dividends 
Other 


INCOME  TOTAL 


Income 

Expense 

NET  Gain/Loss 

Saved/Invested 

$ 

-  $ 

$ 

$ 
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^^  Chapter  4 

-  FINANCIAL  KATIOS  - 


With  the  information  gained  from  the 
Net  Worth  Statement  and  the  Income  & 
Expense  Statement,  you  can  calculate  some 
financial  ratios.  Although  there  are  many 
ratios  that  can  be  used  to  determine  your 
financial  situation,  the  three  that  will  be  used 
here  are  simple  and  should  be  helpful.  They 
are  the  Basic  Liquidity  Ratio,  the  Debt-to- 
Asset  Ratio,  and  the  Debt  Payment-to-income 
Ratio. 


BASIC  LIQUTOITY  RATIO 

The  Basic  Liquidity  Ratio  will  deter- 
mine how  many  months  you  could  live  on 
liquid,  or  near  cash,  assets  if  you  were  to  lose 
your  source  of  income.  This  is  done  by  taking 
your  total  liquid  asset  amount  from  the  Net 
Worth  Statement  and  dividing  it  by  your  total 
monthly  expenses  from  the  Income  &  Ex- 
pense Statement. 

Most  experts  recommend  having 
enough  liquid  assets  to  cover  three  months 
worth  of  expenses.  Therefore,  if  your  Basic 
Liquidity  Ratio  is  3.0  or  more,  you  are  in  a 
good  range.  The  further  below  3.0  the  worse 
the  picture  gets. 

There  are  many  factors  that  determine 
what  is  the  best  amount  for  you  to  have  as  a 
Basic  Liquidity  Ratio.  If  you  have  seasonal 
work  or  think  there  is  a  good  chance  you 
might  be  laid  off  from  your  job,  you  will  want 
to  have  at  least  3.0  and  maybe  up  to  6.0  for  a 
ratio.  However,  if  you  have  a  very  secure  and 
steady  job,  you  may  not  want  to  have  quite  that 
much  in  liquid  assets.  You  may  prefer  to  have 
more  in  investment  assets.  Investment  assets 


might  be  usable  if  a  loss  of  income  did  occur. 


DEBT-TO-ASSET  RATIO 

This  ratio  measures  solvency,  or  how 
much  you  own  compared  to  how  much  you 
owe.  It  is  calculated  by  taking  total  liabilities 
and  dividing  that  by  total  assets.  Both  of  these 
amounts  are  available  on  the  Net  Worth  State- 
ment. 

In  theory,  the  Debt-to-Asset  Ratio 
reveals  the  ability  to  sell  all  assets  to  pay  off 
all  debts.  Most  people  would  not  handle  their 
debts  by  selling  all  of  their  assets,  but  it  does 
paint  a  good  picture  of  your  financial  situa- 
tion. 

If  you  could  sell  assets  to  pay  off  all  of 
your  debt,  you  are  considered  solvent.  If  you 
could  not  do  this,  you  are  insolvent.  Having  a 
ratio  of  1 .0  or  more  would  be  insolvent. 
Therefore,  the  further  below  1 .0  the  better.  If 
the  ratio  was  zero,  that  would  show  that  you 
have  no  debt. 

Many  young  adults  will  be  insolvent 
when  they  calculate  the  debt-to-asset  ratio. 
This  often  happens  because  of  students  loans 
and  purchasing  their  first  home.  If  you  fit  into 
this  situation,  don't  get  discouraged,  but  use 
this  ratio  to  show  progress  over  the  years. 


DEBT  PAYMENT-TO-INCOME  RATIO 

This  is  perhaps  one  of  the  most  impor- 
tant ratios.  The  Debt  Payment-to-income 
ratio  reveals  the  ability  to  pay  your  debts 
based  on  your  income.  Not  being  able  to 
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make  debt  payments  will  lead  to  financial 
problems  and  possibly  even  bankruptcy. 

The  Debt  Payment-to-income  Ratio 
begins  with  your  annual  debt  payments.  Start 
by  looking  at  your  Income  &  Expense  State- 
ment. Add  all  of  your  debt  payments  for  one 
month.  Then  multiply  that  number  by  twelve 
to  get  an  annual  debt  payment  amount. 

Even  though  rent  is  not  considered 
debt,  it  may  be  wise  to  add  in  rent  or  auto 
lease  payments  if  you  want  to  know  if  you  can 
take  on  more  debt.  These  are  expenses  that 
must  be  paid  and  should  be  considered  when 
looking  at  debt  load,  especially  when  a  lease  is 
involved. 

Also  from  the  Income  &  Expense 
statement,  take  the  total  income  and  multiply 
that  by  twelve.  This  is  your  annual  income. 
Take  the  debt  payment  amount  and  divide  it  by 
the  income  amount.  This  number  is  your  Debt 
Payment-to-income  Ratio.  It  shows  how 
much  of  your  income  is  needed  to  pay  your 
debts  for  one  year. 


A  number  below  .36  or  36%  is  ad- 
equate. Between  .36  and  .41  is  marginal.  If 
your  ratio  is  above  .41  or  41%,  your  debt  level 
is  high;  it  would  be  good  to  reduce  your  debt 
level  and  take  on  no  new  debt.  Another  option 
would  be  to  increase  your  income. 

There  is  another  way  to  look  at  the 
Debt  Payment-to-income  Ratio.  Some  people 
want  to  look  only  at  their  non-mortgage  debt, 
called  consumer  debt.  This  can  be  done  by 
subtracting  mortgage  debt  from  the  annual 
debt  payment  amount.  For  this  method  below 
.  10  or  1 0%  is  a  good  range.  The  average  range 
is  .10  to  .15.  Poor  would  be  from  .15  to  .20. 
If  you  are  over  .20  or  20%,  your  debt  load 
situation  is  risky  and  you  should  take  on  no 
new  debt  at  this  income  level. 

These  ratios  provide  a  more  detailed 
look  at  your  assets,  debt,  and  income.  From 
these  ratios  you  can  determine  if  you  are  in 
good  shape  in  these  areas,  or  if  there  is  a  need 
for  improvement. 


QulchWC 


Look  at  your  Net  Worth  and 
Income  &  Expense  Statement. 
Copy  the  Financial  Ratio 
Worksheet  and  fill  it  out  using 
information  from  the  state- 
ments. 

Check  recommendations  for 
each  ratio. 
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NAME(S) DATE 

FINANCIAL  RATIOS 


BASIC  LIQUIDITY  RATIO 

Importance:  the  basic  liquidity  ratio  reveals  the  number  of  months  a  household  could 
meet  current  expenses  using  liquid  assets  without  additional  income. 

Liquid  Assets  (from  Net  Worth  Statement)  $    

Monthly  Expenses  (from  I  and  E  Statement)  -r    $    

Basic  Liquidity  Ratio  =        

Recommendation:  3.0  or  more 


DEBT-TO-ASSET  RATIO 

Importance:  measures  solvency.  If  a  person  owes  more  than  they  own,  they  are  insol- 
vent. They  would  not  be  able  to  sell  all  their  assets  to  pay  all  their  debts. 

Total  Liabilities  (from  Net  Worth  Statement)  $    

Total  Assets  (from  Net  Worth  Statement)  -s-    $    

Debt-to- Asset  Ratio  = 


Recommendation:  the  further  below  1 .0  the  better.  Over  1 .0  is  insolvent. 


DEBT  PAYMENT-TO-INCOME  RATIO 

Importance:  shows  ability  to  make  current  debt  payments. 

Annual  Debt  Payments  (from  I  and  E  Statement) 
Gross  Income  (from  I  and  E  Statement) 
Debt  Payment-to-Income  Ratio 


Recommendation:  below  .36  is  adequate,  .36  to  .41  is  marginal,  above  .41  is  risky. 
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V^f Chapter 


SAVINGS  - 


Savings  is  another  important  part  of 
your  financial  situation.  Some  people  try  to 
save  money  after  all  of  their  needs  and  wants 
are  met.  With  this  method,  there  usually  isn't 
a  lot  of  saving  going  on!  Try  to  treat  savings 
as  a  bill  that  you  have  to  pay  right  off  the  top 
when  you  receive  income.  Pay  yourself  first. 

There  are  many  reasons  to  save  money. 
The  Financial  Checkup  will  focus  on  four  of 
them.  They  are: 

1.  Emergency  Savings 

2.  Revolving  Savings  for  Irregular 
Expenses 

3.  Future  Purchases 

4.  Retirement 

As  you  go  through  this  chapter,  as  well 
as  others,  you  may  feel  overwhelmed.  You 
may  feel  like  it  is  not  possible  for  you  to 
accomplish  all  of  these  things  as  once.  You 
may  feel  discouraged  and  not  do  any  of  them. 
In  Chapter  9  you  will  be  setting  goals  to  help 
you  work  on  all  of  these  areas.  Starting  to 
save  for  an  emergency  fund  is  a  lot  better  than 
not  even  starting.  Even  if  you  can  only  save 
$25  a  month,  it  will  add  up  and  eventually 
become  your  full  three  months  worth  of 
expenses.  The  most  important  point  is  to  get 
STARTED! 


EMERGENCY  FUND 

An  emergency  fund  can  help  you  avoid 
many  financial  problems.  It  can  get  you 
through  some  tough  times  because  of  medical 


problems,  reduction  in  hours  at  work,  family 
adjustments,  and  others.  Most  people  feel 
that  these  things  will  never  happen  to  them, 
until  they  do.  An  emergency  fund  is  one  of  the 
most  important  financial  concepts  that  you 
can  learn  from  the  Financial  Checkup. 

As  mentioned  in  Chapter  4,  most 
experts  recommend  having  about  three  months 
worth  of  living  expenses  in  reserve.  The  Basic 
Liquidity  Ratio  that  you  calculated  in  Chapter 
4  will  tell  you  how  many  months  of  expenses 
you  have  in  liquid  assets.  Those  liquid  assets 
may  or  may  not  be  set  aside  for  emergencies. 
You  will  need  to  look  at  them  and  see  if  you 
have  an  adequate  emergency  fund. 

There  are  a  few  different  places  that 
you  may  want  to  consider  putting  your  emer- 
gency fund.  A  savings  account  would  work, 
but  would  earn  interest  at  a  low  rate. 

Another  option,  a  money  market  fund, 
is  a  great  place  to  keep  an  emergency  fund. 
They  pay  higher  interest  than  regular  savings 
and  a  money  market  account  through  a  bank 
will  be  federally  insured.  A  money  market 
mutual  fund  will  not  be  federally  insured  but  is 
still  a  safe  place  to  put  these  funds.  You  can 
usually  write  checks  on  a  money  market  fund. 
This  would  make  your  emergency  funds 
accessible  while  earning  more  interest  than  a 
savings  account. 

Part  of  your  emergency  fund  can  also 
be  kept  in  a  certificate  of  deposit  (CD).  Even 
though  CDs  have  a  time  limit  for  withdrawal, 
they  can  be  withdrawn  with  a  penalty  if  you 
need  them  for  an  emergency.  The  penalty 
usually  consists  of  a  few  months  worth  of 
interest.  It  does  not  affect  the  amount  that 
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you  deposited.  CDs  will  also  pay  more  inter- 
est than  a  regular  savings  account. 

Once  you  have  an  emergency  fund  or 
have  started  one,  don't  use  that  money  for 
anything  other  than  emergencies.  It  may  be 
tempting  to  use  it  for  a  vacation,  furniture,  or 
other  wants.  If  you  do  use  it  for  wants,  it 
won't  be  there  for  emergencies. 


REVOLVING  SAVINGS 

Have  you  ever  been  frustrated  by  an 
expense  that  comes  up  that  you  knew  was 
coming  but  you  didn't  plan  for  it?  Often 
things  like  car  registration,  holidays,  and 
insurance  can  upset  even  the  best  budgets. 
A  revolving  savings  account  can  smooth  out 
those  bumps  that  come  from  irregular  ex- 
penses. 

Copy  the  worksheet  at  the  end  of  this 
chapter.  Write  down  all  of  the  irregular 
expenses  that  you  can  think  of  in  the  month 
when  they  come  due.  Some  suggestions  are: 
car  insurance  premiums,  car  registration, 
school  expenses,  holidays,  taxes,  vacations, 
birthdays,  anniversaries,  property  tax,  life 
insurance  premiums,  and  tires. 

It  may  help  to  look  at  past  checkbook 
registers  to  see  how  much  these  expenses 
were  and  when  they  occurred. 

Once  you  have  carefully  thought  of  all 
these  expenses  and  written  them  on  the 
worksheet,  total  them  at  the  bottom.  Take  that 
total  and  divide  it  by  twelve.  The  resulting 
number  is  how  much  you  need  to  have  in  your 
monthly  budget  to  cover  all  of  these  irregular 
expenses. 

Take  that  monthly  amount  out  of  your 
income  every  month  and  put  it  somewhere  that 
is  a  bit  out  of  reach.  Leaving  it  in  the  check- 
ing account  that  you  always  use  will  make  it 
too  easy  to  use  it  for  other  purposes. 


One  of  the  best  ways  to  accomplish 
this  is  to  have  an  automatic  withdrawal  taken 
out  of  your  checking  account  each  month  and 
put  into  a  savings  account.  With  this  method, 
you  don't  even  need  to  think  about  that  money 
or  be  tempted  to  spend  it.  When  an  irregular 
expense  comes  up,  you  don't  need  to  panic. 
The  money  is  already  there  to  be  used. 

A  savings  account  is  usually  the  best 
place  to  put  a  revolving  savings  fund.  It  may 
provide  a  little  interest  and  yet  it  is  easily 
accessed.  Some  people  have  these  funds  in  a 
separate  checking  account  instead  so  they  can 
write  out  checks  when  needed.  This  may  be 
fine  if  you  are  not  tempted  to  write  out  checks 
for  other  things.  Also,  try  to  find  an  interest 
bearing  checking  account  and  earn  some 
interest  if  you  prefer  this  method. 

When  you  first  start  using  a  revolving 
savings  account,  it  may  take  awhile  to  build  up 
the  fund.  You  may  have  more  expenses  at  the 
beginning  than  you  have  funds  for.  It  is  good 
to  try  to  pad  the  account  a  little  at  the  begin- 
ning if  possible.  Add  more  than  the  required 
monthly  amount  at  first.  At  some  point  it  will 
balance  out  and  the  set  monthly  amount  will 
be  sufficient  enough  to  cover  the  irregular 
expenses. 

Be  careful  with  expenses  that  are  not 
expected  and  do  not  have  a  set  amount.  Some 
people  like  to  use  this  fund  for  things  like 
auto  repairs.  You  can  do  this  if  you  only  take 
out  the  estimated  amount  you  wrote  on  the 
worksheet.  If  you  take  more  than  that  out,  you 
won't  have  enough  for  the  other  expenses. 

If  you  think  that  the  monthly  amount 
seems  too  large  to  fit  into  your  budget,  think 
about  this:  These  expenses  are  things  that  you 
will  need  to  pay  for  anyway.  They  will  have  to 
come  of  your  budget  at  some  point.  You  are 
only  breaking  them  down  to  a  smaller,  steady, 
monthly  amount.  This  will  really  help  you 
budget. 
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FUTURE  PURCHASES 

If  you  save  for  future  purchases  instead 
of  buying  with  credit,  you  will  earn  interest 
instead  of  paying  it!  It  may  seem  like  credit 
increases  your  purchasing  power.  In  reality,  it 
decreases  your  purchasing  power.  Future 
money  is  tied  up  when  you  buy  things  on 
credit,  and  you  pay  more  for  them  when 
interest  is  added  on. 

Here  is  an  example.  Let's  say  that  you 
purchased  $3,000  worth  of  furniture  and 
charged  it  on  your  credit  card.  Your  credit 
card  has  an  1 8%  interest  charge  and  you  must 
make  a  minimum  payment  of  2%.  If  you  only 
pay  the  minimum  payment  every  month  it  will 
take  you  29  years  and  6  months  to  pay  for  that 
furniture.  Will  it  even  last  that  long?  Instead 
of  paying  $3,000  for  it,  you  will  pay  $10,013! 
Even  if  it  was  a  bargain  to  begin  with,  it  is 
certainly  not  a  bargain  now. 

Paying  cash  for  purchases  is  not  only 
cheaper,  it  also  brings  peace  of  mind.  A 
vacation  is  much  more  fun  when  you  know  it 
is  all  paid  for.  You  don't  dread  the  bills  com- 
ing in  once  you  get  home. 

You  can  save  for  smaller  priced  items 
such  as  household  appliances,  furniture,  and 
vacations.  But  also  remember  to  plan  for 
more  expensive  and  longer  term  items.  These 
may  include  such  things  as  automobiles,  a 
down  payment  on  a  home,  a  boat,  children's 
education,  and  weddings. 


Where  you  keep  these  funds  should  be 
largely  determined  by  how  soon  you  plan  to 
use  them.  A  key  point  to  remember  is:  the 
more  time  you  have,  the  more  aggressive  you 
may  want  to  be.  If  you  are  saving  for  a  car  and 
want  to  purchase  it  in  two  years,  you  will  want 
to  be  fairly  conservative.  You  will  probably 
want  to  keep  the  money  in  a  savings  account,  a 
certificate  of  deposit,  or  a  money  market 
fund.  If  you  are  saving  for  your  daughter's 
college  education  who  is  now  five,  you  can  be 
more  aggressive.  You  will  probably  want  to 
invest  in  the  stock  market,  possibly  through  a 
mutual  fund. 

When  you  have  more  time,  you  can 
ride  out  the  ups  and  downs  of  the  stock  mar- 
ket. It  would  be  unfortunate  if  you  needed  the 
money  for  your  car  when  the  market  was  in  a 
down  period.  But  with  your  daughter's  educa- 
tion, you  have  time  to  get  through  some  down 
times  and  profit  from  the  up  times. 

Think  about  purchases  you  plan  to 
make  and  when  you  want  to  make  them.  Then 
add  them  to  your  goals.  Start  now  to  work 
toward  paying  cash  for  purchases. 


RETIREMENT 

Retirement  savings  will  be  covered  in 
Chapter  6. 


Qulch\^\ 


Evaluate  your  emergency  fund. 
Use  the  Basic  Liquidity  Ratio 
from  Chapter  4 
Copy  and  fill  out  the  Revolv- 
ing Savings  worksheet. 
Estimate  how  much  you  will 
need  for  future  purchases. 
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NAME(S) 


DATE 


REVOLVING  SAVINGS  ACCOUNT  -(for  irregular  expenses) 
List  all  expenses  that  come  irregularly  throughout  the  year.  List  items  such  as: 
auto  registration,  auto  insurance,  life  insurance,  school  expenses,  birthdays,  anniver- 
saries, Christmas,  other  holidays,  celebrations,  and  vacations. 


Month 


Amount 


August 


January 


February 


September 


March 


October 


April 


November 


May 


December 


June 


TOTAL 


July 


Total 


12 


*  This  amount  goes  into  a  monthly 
budget  to  cover  irregular  expenses 
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\V*f  Chapter  6 


-  RETIREMENT 


Some  people  go  through  life  not 
thinking  much  about  retirement  until  they  are 
in  their  fifties.  Then  suddenly  they  realize 
they  need  to  make  some  plans.  At  that  point 
they  have  lost  one  of  their  best  assets  -  time. 
No  matter  what  age  you  are,  it  is  time  to  make 
plans  for  retirement. 

Times  have  changed  since  your  parents 
or  grandparents  planned  for  retirement.  You 
are  likely  to  live  longer,  be  more  active  in 
managing  your  retirement,  and  if  you  have  an 
employer-sponsored  retirement  plan  it  prob- 
ably will  not  guaranteed  to  pay  out  a  set 
amount  at  retirement.  These  and  other  issues 
need  to  be  kept  in  mind  while  making  retire- 
ment plans. 

Retirement  is  often  thought  of  as  a 
three  legged  stool.  It  is  supported  by  social 
security  benefits,  employer-sponsored  plans, 
and  by  your  own  saving  and  investing.  Some 
people  add  a  fourth  leg  by  working  during 
retirement.  Also,  your  home  and  other  assets 
can  provide  income  in  retirement  if  you 
choose  to  use  them. 

It  is  time  to  think  about  each  of  these 
areas  and  estimate  how  much  you  will  receive 
from  them  during  retirement.  As  you  go 
through  this  process,  you  may  feel  frustrated 
because  so  much  of  it  is  guess  work.  You  do 
not  know  exactly  how  much  you  will  need 
during  retirement,  what  return  your  invest- 
ments will  earn,  or  what  inflation  will  be  like. 
Just  remember  that  a  good  educated  guess  is 
all  you  can  do  right  now  and  it  is  a  lot  better 
than  doing  nothing! 

Keep  in  mind  that  just  as  time  is  a  great 
asset  for  retirement  planning,  inflation  is  a 
hindrance.  Be  sure  to  keep  inflation  in  mind 


when  planning  your  retirement. 


SOCIAL  SECURITY  RETIREMENT 
BENEFITS 

Social  Security  benefits  are  not  meant 
to  be  your  sole  support  during  retirement.  For 
couples  who  have  incomes  over  $20,000  in 
retirement,  social  security  benefits  account 
for  less  than  one  quarter  of  their  income. 
Don't  plan  on  it  as  your  only  means  of  retire- 
ment income. 

You  may  have  received  a  personal 
earnings  and  benefit  estimate  statement  from 
the  Social  Security  Administration.  If  you 
have  not  received  one,  call  the  Social  Security 
Administration  at  (800)772-1213  or  write  to 
Box  56,  Baltimore,  MD  21203  to  request  one. 

Your  benefit  statement  will  give  you  an 
estimate  of  how  much  you  will  receive  on  a 
monthly  basis  from  Social  Security  benefits. 
It  will  have  different  amounts  for  different 
ages.  Decide  the  age  at  which  you  want  to 
start  receiving  Social  Security  benefits  and 
use  that  amount  on  the  worksheet  at  the  end  of 
this  chapter. 


EMPLOYER-SPONSORED 
RETIREMENT  PLANS 

Employer-sponsored  retirement  plans 
can  be  a  very  large  part  of  your  retirement 
planning.  If  your  employer  will  contribute  to 
your  retirement  plan,  be  sure  to  take  advantage 
of  that.  It  is  basically  free  money! 

There  are  many  types  of  plans  offered 
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with  many  rules,  regulations,  and  tax  conse- 
quences. The  Financial  Checkup  will  not 
discuss  the  ins  and  outs  of  these  programs. 
You  need  to  find  out  all  you  can  about  the 
different  options  available  to  you  and  then 
make  decisions. 

At  this  time  find  a  statement  that  shows 
the  amount  in  your  retirement  account,  or  talk 
to  the  retirement  benefit  advisor  at  your  place 
of  employment.  This  information  will  also  be 
used  on  the  worksheet. 

If  you  change  jobs  and  receive  some 
money  from  built  up  retirement  savings,  it  is 
tempting  to  spend  it.  However,  it  is  important 
to  take  that  money  and  put  it  into  another 
retirement  savings  account.  You  may  not  think 
that  it  will  make  much  difference  in  the  long 
run  but  it  will  make  a  difference,  especially  in 
the  long  run! 

If  you  do  not  have  an  employer-spon- 
sored retirement  plan  at  all,  you  will  need  to 
increase  other  areas  of  retirement  savings. 


savings  for  retirement. 

If  you  do  need  to  save  for  retirement  as 
most  of  us  do,  now  is  the  time.  You  may  think 
you  can't  save  right  now  because  you  don't 
have  any  money  to  spare.  Even  if  you  only  had 
$  1 0  a  week  to  save,  it  would  add  up,  especially 
if  you  start  early. 

If  a  twenty  year  old  person  invested 
$  1 0  a  week  in  the  stock  market  until  they 
retired,  they  could  easily  have  over  $210,000! 
Not  bad  for  just  $  1 0  a  week.  If  that  same 
person  waited  until  they  were  40,  they  would 
only  have  about  $38,000.  This  concept  of 
starting  early  is  called  The  Time  Value  of 
Money. 

If  you  are  40  or  older,  don't  despair, 
the  $38,000  will  help  also.  Remember,  now  is 
the  time  to  start  planning  and  saving  for  your 
retirement.  The  earlier  you  start,  the  better 
chance  you  have  of  reaching  your  retirement 
goals. 


SAVINGS  AND  INVESTMENTS 

For  most  people,  it  is  hard  to  balance 
retirement  on  only  two  legs  of  the  stool  - 
Social  Security  benefits  and  employer-spon- 
sored plans.  This  makes  it  necessary  to  add  a 
third  leg  which  is  your  own  savings  and  invest- 
ments. 

One  of  the  most  common  ways  to 
accomplish  this  is  by  starting  an  Individual 
Retirement  Account  (IRA).  IRAs  have  great 
tax  benefits  either  when  contributing  to  them, 
or  when  withdrawing  the  funds  during  retire- 
ment. Again,  the  Financial  Checkup  will  not 
discuss  all  of  the  rules  and  regulations  regard- 
ing IRAs. 

The  worksheet  will  help  you  decide  if 
you  will  have  sufficient  retirement  income,  or 
if  you  need  to  make  a  goal  of  increasing 


Qulch\^\ 


1 .  Get  a  copy  of  your  Personal 
Earnings  and  Benefit  Statement 
from  the  Social  Security 
Administration. 

2.  Find  out  how  much  you  have  in 
an  employer-sponsored 
retirement  plan. 

3 .  Find  out  how  much  you  have  in 
savings  and  investments  that 
will  be  used  for  retirement. 

4.  Copy  and  fill  out  the  worksheet 
on  retirement  planning. 
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NAME(S)    


DATE 


RETIREMENT  NEEDS 


ITEM 


1.  Annual  income  needed  at  retirement  in  today's  dollars. 

2.  Subtract  the  income  you  expect  to  receive  annually  from: 

A.  Estimated  Social  Security  retirement  benefit  in  today's  dollars  (Look  on  your 
yearly  social  security  estimate  or  call  the  Social  Security  Administration  at  (800) 
722-1213  for  a  projection  of  your  benefits).  ($721  a  month  x  12mo.=  $8,652) 

B.  Estimated  employer  pension  benefit  in  today's  dollars  (Ask  your  retirement 
benefit  advisor  to  make  an  estimate  of  your  future  pension,  assuming  that  you 
remain  in  the  same  job,  or  make  your  own  conservative  estimate.) 

3.  Additional  annual  income  needed  at  retirement  in  today's  dollars 
Subtract  lines  2A  and  2B  from  line  1 . 

4.  Amount  you  must  have  at  retirement  in  today's  dollars. 

A.  Choose  the  number  closet  to  the  age  you  plan  to  retire.  Enter  the  factor  on 
line4A. 

B.  Multiply  line  3  by  line  4A. 


Age  of  retirement 

55 

60 

65 

70 

Factor 

21.0 

18.9 

16.4 

13.6 

5.  If  you  expect  to  retire  before  age  65. 

A.  Choose  the  factor  and  enter  on  line  5A. 

B.  Multiply  line  2A  (Social  Security  benefits)  by  line  5A. 


Age  of  retirement 

55 

60 

Factor 

8.8 

4.7 

Years  until  retirement 

5 

10 

15 

20 

25 

30 

40 

Factor 

1.28 

1.63 

2.08 

2.65 

3J9 

4.32 

7.04 

B.  Multiply  the  line  7D  by  line  8A. 

9.  Additional  retirement  savings  and  investments  needed  at  time  of  retire- 
ment. Subtract  the  total  on  line  8B  from  line  6. 

10.  Annual  savings  needed  to  reach  amount  in  line  9  before  retirement. 
A.  Choose  the  number  in  the  table  that  is  the  closest  to  the  number  of  years 
until  you  retire.  Enter  the  factor  on  line  10A. 


Years 

5 

10 

15 

20 

25 

30 

40 

Factor 

5.53 

12.58 

21.58 

33.07 

47.73 

66.44 

120.80 

B.  Divide  line  9  by  line  10A.  This  is  the  amount  you  should  save  each  year. 
If  it  seems  like  too  much,  at  least  save  as  much  as  you  can. 
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EXAMPLE 


1. 


2A 


2B. 


3.      = 


4A 


6.  Add  line  4B  to  line  5B. 

7.  Amount  already  available  as  savings  and  investments. 

A.  Employer  savings  plans,  such  as  a  401(k),  SEP,  or  profit-sharing  plan. 

B.  IRAs  and  Keoghs 

C.  Other  investments,  such  a  mutual  funds,  stocks,  bonds,  real  estate,  and  other 
assets  available  for  retirement 

D.  Total  retirement  savings  (add  lines  7A  though  7C) 

8.  Future  value  of  current  savings/investment  at  time  of  retirement. 

A.  Choose  the  number  in  the  table  that  is  the  closest  to  the  number  of  years 
until  you  retire.  Enter  the  factor  on  line  8A. 


$30,000 

$8,652 

$11,320 

$10,028 


18.9  x 


4B.  =$189,529  = 

5A  x     4.7  x 

5B.  =  $40,664  = 

6.  =$230,193  = 


7A 

0 

7B. 

+     $4,000   + 

7C. 

+     $8,000   + 

7D. 

=   $12,000   = 

8A 

8B. 

9. 

10A. 
10B. 


4.32  x 


=  $51,840 
=  $178,353 

66.44 

$2,684 


YOURS 
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[^f Chapter 


-  TAKES 


Taxes  are  not  a  favorite  topic  for  most 
people.  One  reason  may  be  that  a  lot  of  their 
income  goes  to  pay  taxes.  Your  goal  is  most 
likely  to  pay  only  what  you  need  to  pay  and  no 
more. 

The  Financial  Checkup  will  only  cover 
a  few  points  with  regard  to  taxes.  It  will 
examine  things  that  you  will  want  to  consider 
on  an  annual  basis. 

Make  sure  you  file  a  return  each  year. 
The  IRS  does  not  go  away  or  forget  that  you 
are  around.  You  may  not  see  any  immediate 
implications  by  not  filing  a  tax  return,  but  it 
will  catch  up  with  you  at  some  point. 

Next,  look  at  whether  or  not  you 
received  a  tax  refund  last  year.  Many  people 
over  withhold  their  taxes  and  get  large  re- 
funds. Although  it  is  fun  to  get  a  large  sum  of 
money  once  a  year,  it  is  usually  not  the  most 
wise  thing  to  do  financially.  However,  if  you 
know  that  this  is  the  only  way  you  can  save 
money,  it  may  be  a  good  strategy  for  you. 

If  you  do  get  a  large  refund  each  year, 
you  may  want  to  consider  increasing  the 
amount  of  your  withholdings  exemptions. 
This  will  increase  the  amount  you  receive 
each  paycheck.  Again,  if  you  are  going  to  just 
spend  that  amount,  it  may  be  better  for  you  to 


keep  over  withholding  and  get  a  large  sum  of 
money  once  a  year  if  you  invest  the  money. 

You  may  find  from  this  Checkup  that 
you  wish  you  had  more  money  each  month  to 
put  toward  goals  you  will  make.  Increasing 
your  withholding  exemptions  is  a  way  to  do 
that.  You  can  have  the  extra  you  receive 
automatically  taken  out  of  your  checking 
account  and  deposited  into  a  savings  account. 
That  way  you  will  receive  interest  on  your 
money  instead  of  giving  the  government  a  free 
loan  of  your  money  for  one  year. 

Another  important  thing  to  look  at  each 
year  are  tax  credits  that  you  qualify  for.  A  few 
of  these  credits  are:  the  Hope  and  Lifetime 
Learning  credit,  adoption  credit,  child  tax 
credit,  child  care  credit,  and  earned  income 
credit.  Tax  credits  can  help  reduce  income 
taxes  a  lot.  They  reduce  your  tax  liability 
dollar  for  dollar. 

It  is  important  to  keep  up  on  changing 
tax  laws  and  regulations.  This  can  be  done 
through  a  tax  advisor  or  by  reading  newspaper 
and  financial  magazine  articles.  You  may  also 
want  to  look  at  the  Internet  site  www.irs.gov. 


1 .  Evaluate  your  tax  withholding 
exemptions. 

2.  Determine  if  you  qualify  for 
any  tax  credits  you  are  not 
already  taking  advantage  of. 

3.  Find  out  if  there  are  new  tax 
laws  that  affect  you. 
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[^T Chapter  8 


INSUKAHCt 


Insurance  is  one  of  the  most  important 
areas  to  check  when  doing  your  annual  finan- 
cial checkup.  Not  having  adequate  insurance 
can  be  your  financial  downfall.  The  Financial 
Checkup  will  help  you  determine  your  insur- 
ance needs.  Your  insurance  should  be  evalu- 
ated each  year  because  your  needs  may  change 
from  year  to  year. 

Keep  the  following  two  things  in  mind 
while  evaluating  your  insurance: 

1 .  Insure  for  all  major  losses. 

2.  Insure  against  small  losses  only  if 
the  insurance  is  very  inexpensive. 

This  chapter  will  help  you  evaluate 
what  insurance  you  need,  how  much  coverage 
you  need,  and  what  insurance  you  don't  need. 


HOMEOWNERS  OR  RENTERS 

First  decide  if  you  need  homeowners 
or  renters  insurance.  For  renters  insurance, 
think  about  what  you  own.  Would  it  be  devas- 
tating for  you  if  the  building  burned  down  with 
your  contents  in  it?  If  you  do  not  have  very 
many  possessions,  you  may  not  want  to  pay 
for  renters  insurance.  But  if  you  would  have  a 
hard  time  replacing  your  belongings,  renters 
insurance  can  be  great,  and  it  is  not  very 
expensive. 

If  you  have  a  mortgage  on  a  home,  you 
will  be  required  to  have  homeowners  insur- 
ance. Even  if  you  don't  have  a  mortgage,  it  is 
wise  to  get  homeowners  insurance  because  it 
protects  you  against  the  loss  of  your  home. 

First  of  all,  make  sure  that  your  policy 
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has  replacement-cost-coverage.  This  type  of 
coverage  replaces  lost  items  at  the  current 
cost.  If  you  don't  have  this  type  of  coverage, 
you  will  get  only  a  fraction  of  what  it  will  cost 
to  replace  the  item. 

Next,  look  at  your  possessions  and  see 
if  there  is  anything  that  you  have  that  may  be 
out  of  the  ordinary.  For  example,  if  your 
Grandmother  gave  you  a  ring  that  is  valued  at 
$10,300,  it  may  not  be  fully  covered  under 
your  renters  or  homeowners  policy.  There  is 
a  limit  on  how  much  will  be  paid  in  some 
categories.  Check  and  see  if  there  is  a  limit 
on  anything  that  you  are  concerned  about  such 
as  collections,  furs,  office  equipment,  tools, 
jewelry,  etc. 

If  you  think  you  need  to  add  coverage 
on  a  specific  item  but  don't  want  your  premi- 
ums to  increase,  consider  increasing  your 
deductible.  Remember  that  the  higher  your 
deductible,  the  lower  your  premiums.  If  you 
currently  have  a  $  1 00  deductible  and  want  to 
increase  your  coverage,  your  premium  might 
not  even  increase  with  the  added  coverage  if 
you  increase  your  deductible  to  $250  or 
$500.  Even  though  you  won't  want  to  pay 
$500  toward  the  above  mentioned  ring  if  it 
gets  stolen,  you  would  be  glad  to  pay  the  $500 
deductible  and  have  the  added  coverage. 

Along  with  adding  extra  coverage  for 
single  items,  consider  adding  extra  coverage 
for  disasters  that  are  not  covered  by  standard 
policies.  What  might  happen  in  your  particu- 
lar area?  Do  you  need  to  think  about  adding 
earthquake  or  flood  insurance?  Those  two  are 
usually  not  covered  in  a  basic  policy.  Again,  if 
you  want  to  add  coverage,  consider  increasing 
your  deductible  to  keep  your  premiums  lower. 
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It  is  a  good  idea  to  make  a  home  inven- 
tory for  insurance  purposes.  You  can  easily 
do  an  inventory  by  walking  around  your  home 
with  a  video  camera.  You  can  also  take  photos 
of  possessions,  or  at  least  write  down  major 
purchases,  their  model  numbers,  and  how 
much  you  paid  for  them.  Then  be  sure  to  keep 
this  information  away  from  your  home.  That 
way  if  your  home  burns  down,  you  will  still 
have  the  inventory. 


AUTO 

Liability  coverage  is  the  most  impor- 
tant part  of  auto  insurance.  Liability  is  what 
your  insurance  will  pay  to  other  people  if  you 
are  at  fault.  Fortunately,  liability  coverage  is 
also  about  the  least  expensive  part  of  auto 
insurance. 

Often  liability  coverage  is  quoted  in 
three  numbers  such  as  100/300/100.  The  first 
number  represents  per-person  bodily  injury 
limit.  In  this  example,  the  insured  person 
would  have  up  to  $  1 00,000  worth  of  protec- 
tion for  each  person  they  injured.  The  next 
number  is  per-accident  bodily  injury  limit. 
This  example  would  pay  up  to  $300,000  for 
bodily  injury  for  one  accident.  The  last  num- 
ber represents  per-accident  property  damage. 
This  policy  would  pay  $  1 00,000  toward 
property  damage. 

It  is  time  to  check  your  liability  cover- 
age for  these  three  items.  Many  experts 
recommend  having  100/300/100  as  minimum 
coverage.  Most  state  requirements  are  lower 
than  that.  If  you  have  only  your  state  mini- 
mum required  auto  insurance,  you  could  be 
left  with  a  huge  bill  resulting  from  an  accident 
you  caused. 

If  you  find  out  that  you  do  not  have 
adequate  auto  liability  insurance,  as  stated 
earlier,  you  can  consider  increasing  your 


deductible  while  increasing  your  coverage  to 
keep  your  premiums  down. 

Think  about  how  quickly  someone's 
medical  bills  could  add  up  to  $25,000.  If  you 
cause  an  accident  and  an  injured  person  had 
medical  bills  for  $57,000,  you  are  responsible 
for  anything  your  insurance  policy  won't  pay. 
If  you  are  only  covered  for  $25,000,  you  will 
owe  $32,000!  How  many  new  vehicles  on  the 
road  would  your  insurance  pay  for  if  you  only 
had  $  1 5,000  worth  of  property  damage  cover- 
age? 

Check  your  liability  limits  and  make 
needed  adjustments.  Being  under-insured  can 
be  a  big  problem. 

If  you  drive  an  older  car,  evaluate  how 
necessary  it  is  to  have  collision  and  compre- 
hensive coverage  on  that  vehicle.  If  it  got 
totaled,  would  you  get  much  from  your  insur- 
ance after  the  deductible?  Taking  collision 
and  comprehensive  coverage  off  of  older  cars 
will  also  help  keep  your  premiums  down. 

Be  sure  to  take  advantage  of  discounts. 
You  may  be  able  to  get  lower  premiums  if  you 
have  your  auto  and  homeowners  or  renters 
insurance  from  the  same  company.  You  may 
also  be  able  to  get  a  discount  for  some  safety 
features  or  for  being  a  good  student. 

If  you  have  a  good  driving  record  and 
have  not  made  claims  to  your  auto  insurance 
before,  you  will  also  have  lower  premiums. 
Surprisingly,  having  a  good  credit  record  may 
also  help  lower  your  premiums.  And  finally, 
be  sure  to  compare  auto  insurance  prices 
occasionally.  Rates  vary  a  lot  from  company 
to  company. 


HEALTH 

There  are  many  types  of  health  insur- 
ance. The  Financial  Checkup  will  not  explore 
all  your  health  insurance  options.  If  it  did,  this 
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would  not  be  a  quick  checkup.  Be  aware  that 
health  insurance  is  an  important  part  of  finan- 
cial planning. 

Some  people  have  said  that  they  don't 
have  health  insurance  because  they  are  fairly 
healthy  and  just  pay  when  they  have  to  go  to 
the  doctor.  This  may  be  fine  for  simple 
doctor  visits,  but  it  is  usually  not  feasible  for 
more  major  problems. 

Even  if  you  do  not  have  insurance  for 
smaller  items,  it  is  important  to  have  health 
insurance  for  larger  ones.  If  you  had  to  have 
your  appendix  removed,  would  you  be  able  to 
pay  for  the  medical  expenses? 

Group  plans  through  an  employer  are 
usually  the  most  ideal  and  least  expensive 
option.  However,  if  you  are  self-employed  or 
do  not  have  health  insurance  available  through 
an  employer,  you  can  find  health  insurance  on 
your  own.  At  least  have  coverage  for  the  more 
expensive  problems  that  may  arise. 


other  occupations  that  they  could  perform. 
They  would  want  to  consider  own-occupation 
insurance. 

Along  with  looking  at  your  type  of 
occupation,  consider  how  long  you  could 
meet  your  expenses  from  savings  if  you 
became  disabled.  This  is  called  the  elimina- 
tion period.  If  your  emergency  savings  ac- 
count could  get  you  through  three  months 
without  an  income,  you  could  have  a  three 
month  elimination  period.  The  longer  the 
elimination  period,  the  lower  the  premiums 
will  be  on  the  disability  insurance.  This  is 
another  good  reason  to  have  an  adequate 
emergency  fund! 

Consider  obtaining  disability  income 
insurance  if  you  or  someone  else  is  dependent 
on  your  income.  Don't  rely  on  Social  Secu- 
rity disability  benefits  if  you  want  to  be  able 
to  do  your  own  occupation  only.  It  will  not 
pay  if  you  can  do  any  occupation. 


DISABILITY 


LIFE 


Disability  insurance  is  one  of  the  most 
over-looked  insurances.  However,  if  you  are 
young  you  have  a  greater  chance  of  becoming 
disabled  than  dying.  If  anyone  is  dependent  on 
your  income,  including  yourself,  then  you 
should  have  disability  income  insurance. 

There  are  two  types  of  disability  insur- 
ance: own-occupation  and  any-occupation.  If 
you  would  be  willing  to  do  any  type  of  work 
for  income,  you  could  get  any-occupation 
insurance.  Social  Security  disability  benefits 
are  for  any-occupation.  However,  if  you 
would  want  to  be  covered  if  you  could  not 
perform  your  occupation,  you  would  want  to 
get  own-occupation  coverage. 

Airline  pilots  need  their  eyes  to  work. 
If  their  eye  sight  was  hindered,  they  could  not 
perform  their  occupation,  but  there  are  many 
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Do  you  need  life  insurance?  The 
answer  is  not  always  yes.  Like  disability 
insurance,  if  someone  is  dependent  on  your 
income,  you  do  need  it.  Even  if  you  have  no 
dependents,  you  may  consider  life  insurance 
to  pay  for  funeral  expenses  and  to  pay  off 
debt. 

Your  survivors  may  receive  income 
from  three  sources:  Social  Security  survivors 
benefits,  assets,  and  life  insurance.  The  Finan- 
cial Checkup  will  help  you  evaluate  how  much 
life  insurance  you  need  based  on  how  much 
your  survivors  would  receive  from  the  other 
two. 

For  Social  Security  benefits  you  can 
get  an  estimate  from  your  personal  earnings 
and  benefit  estimate  statement  from  the 
Social  Security  Administration.  Look  in 
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Chapter  6  for  more  information  about  the 
estimate  statement.  The  estimate  statement 
will  show  the  amount  your  survivors  would 
receive  if  you  were  to  die  this  year.  This 
information  will  be  needed  for  the  worksheet 
at  the  end  of  this  chapter. 

Along  with  Social  Security  benefits, 
your  survivors  may  have  some  assets  they  can 
rely  on.  Because  assets  will  change  from  year 
to  year,  you  need  to  evaluate  your  life  insur- 
ance needs  each  year.  As  you  age,  your  assets 
may  increase  to  the  point  that  your  survivors 
could  live  on  them,  eliminating  the  need  for 
life  insurance. 

In  the  meantime,  if  Social  Security 
benefits  and  your  assets  are  not  enough  for 
your  survivors,  you  will  need  to  obtain  life 
insurance.  The  worksheet  will  help  you 
determine  how  much  life  insurance  to  buy. 
Like  retirement,  estimating  life  insurance 
needs  can  be  frustrating  because  you  have  to 
make  educated  guesses.  Remember  that  an 
educated  guess  is  much  better  than  doing 
nothing. 


WORKSHEET  FOR  LIFE  INSURANCE 

Line  1  of  the  worksheet  starts  out  with 
75%  of  your  current  income.  It  only  asks  for 
75%  because  it  assumes  that  some  or  all  of 
your  debts  will  be  paid  off  and  your  living 
expenses  will  be  gone. 

The  next  line  has  a  factor  for  the 
number  of  years  the  income  will  be  needed. 
Think  about  how  long  your  survivors  will  need 
the  income.  Will  there  be  children  leaving 
home  or  a  non-employed  spouse  who  will 
start  working  in  a  few  years?  These  things  will 
affect  how  long  the  income  is  needed.  Find 
the  number  of  years  that  is  the  closest  to  the 
number  you  have  chosen  and  enter  the  factor 
number  on  line  2. 


The  factor  number  assumes  that  your 
survivors  invested  the  insurance  money  in  a 
fairly  conservative  investment.  After  inflation 
and  taxes,  the  interest  return  might  be  around 
2%.  This  is  what  was  used  for  the  inflation 
factor.  If  they  invested  more  aggressively, 
they  might  get  a  higher  rate  of  return  and  not 
need  as  much  for  this  portion. 

Next,  multiply  line  1  by  the  factor  on 
line  2  for  a  subtotal  and  enter  it  on  line  3. 
Now  look  at  other  expenses  that  will  need  to 
be  considered. 

Line  4  covers  funeral  expenses  and  line 
5  looks  at  debt.  Enter  how  much  you  think 
will  be  needed  to  pay  for  your  funeral  ex- 
penses on  line  4  and  enter  how  much  your 
survivors  need  to  pay  off  debt  on  line  5. 

Line  6  considers  other  needs.  Would 
your  spouse  need  an  adjustment  period  where 
he  or  she  would  not  work?  Would  there  be 
added  expenses  of  child  care?  Also  consider 
college  expenses  for  a  spouse  or  children. 
Add  these  and  enter  them  on  line  6. 

Line  7  adds  lines  3, 4,  and  5  for  total 
expenses.  This  is  how  much  you  would  like  to 
have  for  your  survivors.  The  rest  of  the 
worksheet  will  deal  with  meeting  this  need  by 
subtracting  income  they  will  receive. 

Line  8  subtracts  how  much  your  survi- 
vors would  receive  from  Social  Security 
Survivor  benefits.  Find  this  amount  on  your 
personal  earnings  and  benefit  estimate  state- 
ment. It  will  be  a  monthly  amount,  so  multiply 
it  by  1 2  to  find  a  yearly  amount  and  then 
multiply  by  the  number  of  years  your  survi- 
vors will  receive  the  benefits.  Subtract  this 
amount  from  the  total  on  line  7. 

Line  9  considers  other  income  that  can 
come  from  assets  or  added  income  from 
family  members.  If  you  have  assets  that  they 
could  use  such  as  investments,  enter  the 
amount  here.  Also  consider  the  amount  of 
income  family  members  may  be  able  to 
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contribute.  Subtract  these  from  the  total  on 
line  7. 

Line  10  will  be  the  amount  left  over 
after  government  benefits  and  other  items 
have  been  subtracted.  This  is  the  amount  of 
life  insurance  needed.  If  this  amount  is  more 
than  you  can  afford  at  this  time,  look  back  at 
the  worksheet  and  see  if  there  are  some 
adjustments  that  can  be  made.  Maybe  your 
survivors  could  live  on  less  than  the  income 
amount  you  entered  on  line  1  or  maybe  a 
family  member  could  work  more  than  origi- 
nally planned. 

If  you  need  more  insurance  than  you 
currently  have,  make  a  goal  in  Chapter  9  to 
increase  your  life  insurance. 


TYPES  OF  LIFE  INSURANCE 


$200,000,  your  beneficiaries  would  receive 
both  the  insurance  payout  and  your  savings  for 
a  total  of  $250,000.  Also,  you  have  control 
over  what  you  do  with  your  money  when  you 
save  and  invest  on  your  own.  If  you  are  saving 
for  retirement  and  want  the  tax  advantages, 
you  can  invest  in  an  ERA. 

Insurance  salespeople  often  show 
clients  examples  of  how  much  they  can  save 
by  getting  a  cash-value  policy  and  how  their 
premiums  will  stay  the  same.  Keep  in  mind 
that  your  need  for  life  insurance  will  decrease 
as  you  age.  By  the  time  you  are  60  or  65,  you 
may  not  even  need  life  insurance.  Your  survi- 
vors may  be  able  to  live  off  of  your  assets. 
Also,  you  may  find  that  you  can  get  term  life 
insurance  for  a  lot  less  than  the  agent  has  on 
their  example. 


There  are  two  basic  types  of  life  insur- 
ance. They  are  term  and  cash- value.  Term 
insurance  provides  a  set  amount  of  money  to 
your  survivors  if  you  were  to  die.  It  is  the 
least  expensive  form  of  life  insurance.  The 
premiums  go  up  as  you  age  and  you  may  need 
to  reapply  at  certain  ages. 

Cash- value  life  insurance  combines 
term-like  life  insurance  with  a  savings  pro- 
gram. The  premiums  usually  do  not  go  up  as 
you  age  and  you  do  not  need  to  reapply.  How- 
ever, it  is  much  more  expensive  than  term 
insurance.  If  you  were  to  die,  your  beneficia- 
ries would  only  receive  the  amount  of  the  life 
insurance.  For  example,  if  you  built  up 
$50,000  in  the  savings  program  and  had 
$200,000  worth  of  insurance,  they  would  only 
receive  only  the  $200,000. 

Many  people  prefer  to  buy  term  insur- 
ance and  save  and  invest  separately.  This  saves 
the  high  commission  charged  on  cash-value 
policies.  Also,  if  you  saved  $50,000  on  your 
own  and  had  a  life  insurance  policy  for 
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OTHER  INSURANCE 

There  are  many  other  types  of  insur- 
ance available  and  you  may  wonder  which  ones 
you  need  and  which  ones  you  don't.  If  you  are 
adequately  covered  by  all  of  the  insurances 
discussed  so  far,  you  may  not  need  any  other 
insurance.  If  you  have  disability  insurance  and 
life  insurance,  you  probably  won't  need  credit 
insurance.  This  is  insurance  that  will  pay  off 
your  debt  if  you  die  and  sometimes  if  you 
become  disabled.  It  is  usually  an  expensive 
form  of  insurance. 

Remember  to  insure  against  the  big 
things  but  not  all  the  little  things.  You  will 
need  homeowners  insurance  to  cover  a  home 
worth  $  1 75,000  but  you  probably  don't  need 
to  insure  your  television  against  repairs. 
Could  you  afford  to  pay  for  repairs  if  they 
came  up?  Many  times  those  types  of  insur- 
ance don't  end  up  paying  as  much  for  repairs 
as  you  were  led  to  believe. 

One  insurance  that  you  may  want  to 
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consider  as  you  age  is  Long-Term  Care  insur- 
ance. Long-Term  Care  insurance  generally 
pays  for  things  like  nursing  home  care.  You 
may  want  to  consider  it  if  you  don't  want  to 


The  Financial  Checkup 

use  your  assets  and  income  to  pay  for  long- 
term  care.  You  should  not  buy  it  if  you  don't 
have  assets  and  you  can't  afford  the  premiums. 


Qulch\^\ 


1 .  Copy  and  fill  out  the  life  insur- 
ance worksheet. 

2.  Evaluate  other  insurance  needs. 
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NAME(S) 


DATE 

LIFE  INSURANCE  NEEDS 


ITEM 


EXAMPLE 


YOUR  AMOUNT 


1.  INCOME -REPLACEMENT 
Enter  75%  of  your  current  income. 


$30,000    $ 


2 

.  YEARS  INCOME  WILL  BE  NE1 

2DED 

YEARS 

10 

15 

20 

25 

30 

40 

FACTOR 

8.98 

12.84 

16.35 

19.52 

22.39 

31.42 

Enter  the  factor  number 
3.  SUBTOTAL 


4.  FUNERAL  EXPENSES 

Enter  the  amount  for  funeral  expenses  and 
other  final-expense  needs. 

5.  DEBT 

Enter  the  total  amount  of  all  debt  owed. 

6.  OTHER 

Consider  other  needs  such  as  college  expenses, 
a  readjustment  period  for  a  spouse,  or  day  care. 

7.  TOTAL  EXPENSES 
Add  lines  3, 4,  5,  and  6. 

8.  GOVERNMENT  BENEFITS 

Take  the  monthly  amount  of  Social  Security 
survivor  benefits  and  other  benefits  and  multiply 
them  by  twelve  and  then  multiply  by  the  number 
of  years  they  will  be  received.  Subtract  that 
amount  ($1237  x  12  months  x  14  years). 

9.  OTHER 

Subtract  other  items  such  as  current  assets  or 
added  income  from  family  members  for  the  same 
time  period  as  above. 

10.  TOTAL 

This  is  an  estimate  of  how  much  insurance  is 
needed  to  cover  the  needs  of  your  survivors. 
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X 

22.39 

= 

671,700 

+ 

10,000 

+ 

140,000 

+  0 


207,816 


300,000 


$478,884 


+ 


+ 


=  686,700  = 
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-  QOALS 


The  Financial  Checkup 


You  may  have  identified  some  financial 
concerns  as  you  went  through  the  last  eight 
chapters.  Just  finding  them  will  not  help 
improve  your  financial  situation.  You  need  to 
do  something!  If  you  remember  from  Chapter 
1,  the  Financial  Checkup  is  to  help  you  look  at 
three  questions.  You  have  already  looked  at 
"Where  are  you  now."  Now  you  can  think 
about  the  second  question,  "Where  do  you 
want  to  go."  This  can  be  accomplished  by 
making  goals  out  of  the  problems. 

There  are  probably  several  things  that 
you  need  to  work  on  to  improve  your  finances. 
You  are  more  likely  to  actually  take  action  in 
that  area  if  you  acknowledge  the  problem, 
think  about  what  you  want  to  do  about  it,  and 
actually  write  down  a  goal. 

If  you  filled  out  the  check  list  from 
Chapter  1 ,  look  at  it  before  writing  your  goals. 
For  example,  if  you  are  worried  about  your 
debt  payment-to-income  ratio,  set  a  goal  of 
reducing  your  debt  by  a  specific  amount  by  the 
end  of  next  year.  If  you  had  a  basic  liquidity 
ratio  of  less  than  3.0,  you  may  want  to  make  a 
goal  to  have  a  set  amount  saved  for  an  emer- 
gency savings  one  year  from  now. 

Other  goals  could  include  starting  a 
revolving  savings  account,  starting  an  ERA, 
increasing  your  auto  liability  insurance  cover- 
age, increasing  your  income  tax  withholding 
and  using  the  extra  to  save  for  a  home,  or 
obtaining  disability  insurance.  Three  impor- 
tant points  for  goals  are: 

1.  Make  the  goal  very  specific.  If  the 
goal  is  vague,  you  will  not  know  when 
you  have  reached  it.  Have  a  set  dollar 
amount  and  a  specific  date  to  reach  it. 


2.  Make  sure  the  goal  is  realistic.  If 
the  goal  is  something  that  you  would 
like  to  do,  but  it  is  not  really  obtain 
able,  you  are  setting  yourself  up  for 
failure.  Maybe  having  all  3  months 

of  an  emergency  fund  saved  in  one  year 
is  not  realistic  for  you.  You  may  need 
to  start  by  saving  one  month  this  year 
and  then  next  year  save  for  the  second 
month. 

3.  Have  a  plan  to  reach  the  goal.  Just 
having  the  goal  is  a  good  start,  but  it 
won't  happen  if  you  don't  have  a  plan  to 
achieve  it.  Think  about  how  much  you 
will  need  to  save  each  month,  who  you 
need  to  talk  to,  or  what  account  you 
need  to  set  up.  Again,  be  as  specific  as 
possible. 

You  may  need  to  prioritize  your  goals. 
If  you  found  a  lot  of  areas  of  concern  while 
going  through  the  Financial  Checkup,  you  may 
not  be  able  to  work  on  all  of  them  at  once. 
Think  about  the  consequences  of  not  dealing 
with  the  problems  immediately.  How  much 
harm  could  it  cause  you?  For  example,  not 
having  adequate  auto  liability  insurance  cover- 
age right  now  could  cost  you  dearly  if  you 
were  involved  in  an  accident.  You  may  want  to 
have  this  goal  at  the  top  of  your  list. 

The  worksheet  at  the  end  of  this  chap- 
ter has  places  for  short-term,  intermediate, 
and  long-term  goals.  Suggested  time  frames 
are  given  for  each  of  this  categories.  How- 
ever, you  can  adjust  the  time  periods  to  fit 
your  needs,  these  are  only  suggestions. 

The  Financial  Checkup  is  designed  to 


31 


©  Alena  C.  Johnson,  2000 


the  Financial  Checkup 

be  done  annually.  You  should  reevaluate  your 
goals  annually  also.  The  fun  part  is  checking 
off  the  ones  you  have  accomplished.  It  brings 
a  great  sense  of  accomplishment  and  peace  of 
mind  when  you  can  say,  "I  did  that!"  After  that, 
make  new  short-term  goals  and  evaluate  the 
longer  ones.  You  may  want  to  adjust  or 
change  the  longer  term  goals  as  you  evaluate 
your  situation  that  year. 


Qulch\^\ 


1 .  Copy  the  worksheet. 

2.  Look  at  last  year's  goals.  Cross 
off  accomplished  goals  and 
evaluate  old  ones. 

3.  Create  new  goals  from  the 
check  list  from  this  year. 
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NAME(S) 


DATE 


FINANCIAL  GOALS 


SHORT-TERM 


0-12  Months 


Description 

Plan 

Cost 

Date 

INTERMEDIATE 


1  -5  Years 


Description 

Plan 

Cost 

Date 

LONG-TERM 


5  or  more  Years 


Description 

Plan 

Cost 

Date 
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\&f Chapter  10 


-  BUDGETING  - 


Does  the  word  budget  make  you  feel 
depressed?  Some  people  hate  the  thought  of 
budgeting  because  they  think  it  means  they 
can't  have  any  fun;  that  budgets  are  too  restric- 
tive. Now  is  a  good  time  to  readjust  your 
thinking.  Budgets  can  be  your  road  to  free- 
dom, not  your  prison  walls. 

How  are  you  going  to  accomplish  the 
goals  that  you  just  made?  Some  of  them  may 
be  goals  that  take  time  not  money  (talking  to 
an  insurance  agent),  but  most  of  them  will 
involve  money.  That  is  where  the  budget 
comes  in.  It  is  time  to  answer  the  third  ques- 
tion, "How  do  I  get  there?"  First  you  found 
the  problems,  then  you  set  goals  to  alleviate 
the  problems.  Now  you  can  carry  out  those 
goals  by  implementing  them  into  a  budget. 
And  by  the  way,  you  can  budget  to  have  fun 
too! 

Budgeting  can  be  very  time  consuming 
and  tedious,  but  it  doesn't  have  to  be.  Each 
person  needs  to  decide  what  works  best  for 
them  and  use  it.  Don't  let  someone  else  tell 
you  the  "only  way  to  budget."  The  important 
thing  is  that  you  find  a  way  that  works  for  you 
and  do  it.  Following  are  some  steps  to  bud- 
geting: 


1 .  GOALS  -  Write  down  your  goals 
before  your  start  working  on  a  budget. 
How  can  you  plan  to  get  somewhere  if 
you  don't  know  where  you  want  to  go? 

2.  INCOME  -  You  need  to  know  how 
much  you  have  to  work  with.  This  can 
be  found  on  your  income  and  expense 
statement.  If  your  income  is  not  a  set 


amount  each  month,  this  is  more 
difficult.  You  may  need  to  look  at  your 
last  year's  total  income  and  figure  an 
average  monthly  income. 

3.  EXPENSES  -  First  write  down 
everything  that  you  have  to  pay  to 
others  (rent/mortgage,  loan  payments, 
utilities,  etc.),  then  write  down  what 
you  need  to  live  on  (food,  gasoline, 
household  supplies,  etc).  Next  write 
down  what  you  need  to  accomplish 
your  goals.  You  will  be  able  to  stay 
with  the  budget  more  effectively  if  you 
budget  for  entertainment  or  recreation 
and  personal  allowances.  It  is  good  to 
have  fun,  just  make  sure  it  is  in  your 
budget. 

With  your  expenses,  be  sure  to 
incorporate  the  revolving  savings  for 
irregular  expenses.  If  you  don't  plan 
for  those  irregular  expenses  when  they 
come  they  will  cause  problems  in  your 
budget. 

4.  CONTROL -Next  you  need  to 
figure  out  how  you  are  going  to  keep 
track  of  your  budget  throughout  the 
month.   There  are  several  control 
systems  to  choose  from.  You  can  keep 
track  on  a  worksheet,  on  a  computer 
program,  in  your  checkbook,  or  by 
starting  with  cash.  You  don't  have  to 
choose  just  one  method  either.  A 
combination  of  more  than  one  system 
often  works  well.  You  can  use  the  cash 
system  for  entertainment  and  personal 
allowances,  but  keep  track  of  things 
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like  rent  and  utilities  in  your  check- 
book or  on  a  worksheet.  If  you  don't 
like  the  worksheet  at  the  end  of  this 
chapter,  make  up  your  own!  Find  a 
system  that  works  best  for  you. 

5.  EVALUATE  -A  budget  is  like  a 
piece  of  clay.  You  will  need  to  try  it, 
evaluate  it,  adjust  it,  and  try  again. 
Work  with  it  until  you  have  it  molded 
into  a  good  working  tool.  But  even 
then,  don't  assume  that  it  will  be  per- 
fect forever.  You  will  need  to  adjust  it 
as  your  goals  and  needs  change. 


You  may  find  that  you  have  more 
expenses  than  income,  especially  after  you 
add  in  your  new  goals.  You  have  three  options 
for  dealing  with  this.  You  can  increase  your 
income,  decrease  your  expenses,  or  a  combi- 
nation of  both. 


Think  about  the  possibility  of  taking  on 
a  small  extra  job,  at  least  for  a  while.  By 
doing  this  you  may  be  able  to  build  up  that 
emergency  fund,  reduce  your  debt  load,  or 
start  saving  for  retirement.  It  might  only  take 
a  few  months  to  get  back  on  track  financially 
or  accomplish  that  goal. 

Sometimes  you  can  reduce  your  ex- 
penses to  make  your  budget  balance.  One  area 
that  often  makes  a  big  dent  in  a  budget  is 
eating  out.  If  you  eat  out  two  or  three  times  a 
week,  try  cutting  down  to  once  a  week.  Or  try 
renting  a  video  instead  of  going  to  a  movie 
theater.  A  little  bit  of  trimming  here  and  there 
can  really  add  up. 

It  may  work  best  for  you  to  do  a  com- 
bination of  both.  Try  adding  to  your  income 
and  reducing  expenses  at  the  same  time.  This 
will  give  you  even  more  to  put  toward  debt  and 
savings.  Also  remember  that  you  may  be  able 
to  increase  your  withholdings  and  get  more  in 
each  paycheck  check  instead  of  getting  a  large 
refund  once  a  year. 


QLAich\^\ 


1 .  Establish  goals  and  implement 
them. 

2 .  Evaluate  your  past  budget  and 
make  adjustments. 

3 .  Evaluate  your  method  of 
controlling  your  budget. 
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NAME(S) BUDGET  MONTH 


INCOME  BUDGETED  ACTUAL  DIFFERENCE 


TOTAL 


EXPENSES  BUDGETED  ACTUAL  DIFFERENCE 


FIXED 

Mortgage  or  Rent 
Savings 

Revolving  Savings 
Loans 


Insurance 

Other 

SUB-TOTAL 

VARIABLE 
Food  -  Groceries 

Eating  Out 
Utilities  -  Natural  Gas 

Electricity 

City 

Telephone 

Other 
Auto  Gasoline 
Household 
Personal  Care 
Clothing 

Laundry/Dry  Cleaning 
Medical  Bills/Prescriptions 
Personal  Allowance 
Entertainment 
Contributions 
Miscellaneous 
Other 

SUB-TOTAL 
EXPENSE  TOTAL 
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CONCLUSION  - 


There  are  other  things  that  you  should 
consider  as  part  of  your  financial  checkup. 
Two  of  them  are:  a  credit  report  and  a  will. 


CREDIT  REPORT 

It  is  a  good  idea  to  get  a  copy  of  your 
credit  report  every  year  or  so.  When  you  get  a 
credit  report  you  can  see  if  there  are  any 
mistakes  and  if  you  have  open  lines  of  credit 
that  you  thought  were  closed. 

Of  course  it  is  important  to  have  a 
good  credit  history  because  it  affects  your 
ability  to  get  credit.  But  there  are  other 
reasons  to  make  sure  your  credit  history  is 
good.  Your  car  insurance  may  go  up  if  you 
have  a  bad  credit  history.  Some  landlords  and 
employers  are  looking  at  credit  reports  now. 
It  may  be  harder  to  get  a  good  job  if  you  have  a 
poor  credit  history. 

For  a  small  fee  you  can  order  a  copy  of 
your  credit  report  from  one  of  the  three 
largest  credit  bureaus.  They  are:  Equifax 
[(800)  685-1111],  TransUnion  [(800)  916- 
8800],  and  Experian  [(800)  682-7654]. 


WILLS 

A  will  is  something  that  you  will  also 
want  as  part  of  your  financial  checkup.  A  will 
is  important  to  transfer  assets,  choose  an 
executor,  reduce  the  tax  liability  on  your 
estate,  and  appoint  a  guardian  for  children.  If 
you  do  not  have  one,  make  that  one  of  your 
goals.  If  you  already  have  one,  be  sure  to 
evaluate  it  and  make  changes  as  necessary. 


SUMMARY 

By  now  you  have  found  out  if  you  have 
any  problems  or  concerns  in  your  finances. 
You  have  set  goals  to  address  those  concerns 
and  implemented  them  into  a  budget.  By 
doing  this  each  year  you  can  detect  problems 
as  they  arise  and  note  your  progress.  That 
progress  will  bring  you  satisfaction  and  peace 
ofmind. 

Each  year  you  can  get  closer  and  closer 
to  reaching  all  of  your  goals  until  you  can  say 
you  have  ..A  CLEAN  FINANCIAL 
BILL  OF  HEALTH! 


QuUchf^C 


1 .  Consider  ordering  a  credit 
report. 

2.  Evaluate  your  will. 

3.  Keep  a  copy  of  all  your 
worksheets  to  look  at  next  year. 
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APPENDIXES 


A.  Present  and  Future  Value  Tables 

B.  Estimating  Social  Security  Benefits 

C.  Careers  in  Personal  Financial  Planning  and  Counseling 

D.  How  to  Use  a  Financial  Calculator 


Present  and  Future 
Value  Tables 


any  problems  of  personal  finance  involve  decisions  about  money  values  at 
varying  points  in  time.  These  values  can  be  directly  and  fairly  compared 
I  only  when  they  are  adjusted  to  a  common  point  in  time.  Chapter  1  intro- 
duced the  basic  time  value  concepts.  This  appendix  offers  more  details  about  the 
time  value  of  money;  it  also  provides  tables  listing  the  future  and  present  value 
of  $1  with  which  to  make  calculations. 

Four  assumptions  must  be  made  to  eliminate  unnecessary  complications: 

1.  Each  planning  period  is  one  year  long. 

2.  Only  annual  interest  rates  are  considered. 

3.  Interest  rates  are  the  same  during  each  of  the  annual  periods. 

4.  Interest  is  compounded  and  continues  earning  a  return  in  subsequent  periods. 

Tables  of  present  and  future  values  can  be  constructed  to  make  these  adjust- 
ments. Future  values  are  derived  from  the  principles  of  compounding  the  dollar 
values  ahead  in  time.  Present  values  are  derived  by  discounting  (which  is  the 
inverse  of  compounding)  the  dollar  values  and  transferring  them  to  an  earlier 
point  in  time. 

It  is  usually  unnecessary  to  precisely  identify  whether  the  interest  is 
paid/received  at  the  beginning  of  a  period  or  at  the  end  of  a  period,  to  know 
whether  interest  compounds  daily  or  quarterly  instead  of  annually.  (These  cal- 
culations require  even  more  tables.)  The  following  present  and  future  value 
tables  assume  that  money  is  accumulated,  received,  paid,  compounded,  or  what- 
ever at  the  end  of  a  period.  The  tables  can  be  used  to  compute  the  mathematics 
of  personal  finance  with  high  certainty  and  to  confirm  (or  reject  as  inaccurate) 
what  people  tell  you  about  financial  matters. 

The  most  significant  task  is  to  determine  the  correct  table.  Accordingly,  each 
table  is  clearly  described,  and  illustrations  of  its  use  appear  on  the  facing  page 
where  possible.  In  addition,  the  appropriate  mathematical  equation  is  shown 
and  can  be  easily  solved  using  a  calculator. 
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Illustrations  Using  Appendix  A.1:  Future  Value  of  $1 

To  use  the  table  on  page  A-5,  locate  the  future  value  factor  for  the  time  period 
and  the  interest  rate. 

1.  You  invest  $500  at  a  15  percent  rate  of  return  for  12  years.  How  much  will 
you  have  at  the  end  of  that  12-year  period? 

The  future  value  factor  is  5.350;  hence,  the  solution  is  $500  x  5.350,  or 
$2675. 

2.  Property  values  in  your  neighborhood  are  increasing  at  a  rate  of  5  percent  per 
year.  If  your  home  is  presently  worth  $90,000,  what  will  its  worth  be  in  7 
years? 

The  future  value  factor  is  1.407;  hence,  the  solution  is  $90,000  x  1.407,  or 
$126,630. 

3.  You  need  to  amass  $40,000  in  the  next  10  years  to  meet  a  balloon  payment 
on  your  home  mortgage.  You  have  $17,000  available  to  invest.  What  annual 
interest  rate  must  be  earned  to  realize  the  $40,000? 

$40,000  *  $17,000  =  2.353.  Read  down  the  periods  (n)  column  to  10  years 
and  across  to  2.367  (close  enough),  which  is  found  under  the  9  percent  col- 
umn. Hence,  the  $17,000  invested  at  9  percent  for  10  years  will  grow  to  a 
future  value  of  slightly  more  than  $40,000. 

4.  An  apartment  building  is  currently  valued  at  $160,000,  and  it  has  been 
appreciating  at  8  percent  per  year.  If  this  rate  continues,  in  how  many  years 
will  it  be  worth  $300,000? 

$300,000  *  $160,000  =  1.875.  Read  down  the  8  percent  column  until  you 
reach  1.851  (close  enough  to  1.875).  This  number  corresponds  to  a  period  of 
8  years.  Hence,  the  $160,000  property  appreciating  at  8  percent  annually  will 
grow  to  a  future  value  of  $300,000  in  slightly  more  than  8  years. 

5.  You  have  the  choice  of  receiving  a  down  payment  from  someone  who  wants 
to  purchase  your  rental  property  as  $15,000  today  or  as  a  personal  note  for 
$25,000  payable  in  6  years.  If  you  could  expect  to  earn  8  percent  on  such 
funds,  which  is  the  better  choice? 

The  future  value  factor  is  1.587;  hence,  the  future  value  of  $15,000  at  8  per- 
cent is  $15,000  x  1.587,  or  $23,805.  Thus,  it  would  be  better  to  take  the  note 
for  $25,000. 

6.  How  much  will  an  automobile  now  priced  at  $20,000  cost  in  4  years,  assum- 
ing an  annual  inflation  rate  of  5  percent?  Read  down  the  5  percent  column 
and  across  the  row  for  4  years  to  locate  the  future  value  factor  of  1.216. 
Hence,  the  solution  is  $20,000  x  1.216,  or  $24,320. 

7.  How  large  a  lump-sum  investment  do  you  need  now  to  have  $20,000  avail- 
able in  5  years,  assuming  a  10  percent  annual  rate  of  return? 

The  $20,000  future  value  is  divided  by  1.611  (10  percent  at  5  years),  result- 
ing in  a  current  lump-sum  investment  of  $12,415. 


A-4  A  P  P  E  N  D I X  A      Present  and  Future  Value  Tables 


8.  You  have  $5000  now  and  need  $10,000  in  9  years.  What  rate  of  return  is 
needed  to  reach  that  goal? 

Divide  the  future  value  of  $10,000  by  the  present  value  of  the  lump  sum  of 
$5000  to  obtain  a  future  value  factor  of  2.0.  In  the  row  for  9  years,  locate  the 
future  value  factor  of  1.999  (very  close  to  2.0).  Read  up  the  column  to  find 
that  an  8  percent  return  on  investment  is  needed. 

9.  How  many  years  will  it  take  your  lump-sum  investment  of  $10,000  to  grow 
to  $16,000,  given  an  annual  rate  of  return  of  7  percent? 

Divide  the  future  value  of  $16,000  by  the  present  value  of  the  $10,000  lump 
sum  to  compute  a  future  value  factor  of  1.6;  look  down  the  7  percent  column 
to  find  1.606  (close  enough).  Read  across  the  row  to  find  that  an  investment 
period  of  7  years  is  needed. 

An  alternative  approach  is  to  use  a  calculator  to  determine  the  future  value, 
FV,  of  a  sum  of  money  invested  today,  assuming  that  the  amount  remains  in 
the  investment  for  a  specified  number  of  time  periods  (usually  years)  and 
that  it  earns  a  certain  rate  of  return  each  period.  The  equation  is 

FV   =    PV(1.0  +  i)n  (A.l) 

where 

FV  =  the  future  value 

PV  =  the  present  value  of  the  investment 

/  =  the  interest  rate  per  period 

n  =  the  number  or  periods  the  PV  is  invested 


A-5 


■^ 

c 

* 

£ 

O 

rM 

oj 

> 

c 

e 

# 

on 

C7> 

Q. 

£ 

3 

_J 

01 

«£ 

5 

oo 

c 

3j 

c 

<U 

> 

O 

m 

£ 

o 

VO 

o> 

3 

m 

> 

0/ 

# 

m 

3 
U- 

"O 

OJ 

■a 

c 

# 

o 

•» 

a 

£ 

" 

o 

u 

01 

# 

PH 

aj 

3 

a 

£ 
o 

# 

u 

•"* 

o 

*~ 

■D 

S 

Z> 

# 

o 

ON 

oo 

VO 

in 

T3 

O 

'k. 

* 

01 

i/1 

Q. 

C 

*- 

o 

J? 

■o 

•«*- 

c 

LLI 

01 

-C 

4-* 

* 

m 

ra 

t— 

w 

•- 

o 

PM 

< 

at 

3 

X 

(0 

C 

> 

«S 

01 

k_ 

n 

3 

Q. 

3 

c 

< 

LL. 

00   00   ON   in   ON   m 
ON    m    fN    •—    ^    nT 


•-  m  fN 
vo  on  a* 
»—   on   m 


00    vO    ro    00 

oo   oo   fN   *r 
^r   —   vo   on 


*©     r-     — 


co   cm   in   vo 


^    ^    ^    (N    N 


2    S 


O    fN    l/N    CO    fN    VO    — 

«—   t—   •—   .—   i-ni   1-nj   m 


•—   in   vO 


in   \o   on   »n 


O   —   ON   — 


.-  f-   —   —  rM  *r  «- 


m   fN   m   m 


U"»   ■—   rM   on   fN 


m   cm   on   i"ni 


oo   on   co   *— 


--         •-        *-        fN   fN 


Ul    vO    CO    ON    — 


•—   rn       vO   ON   fNj   vo   «— 
—   ^   ■—'   —   rsi   fN 


vo   in   on   in   00 

on   m   co   m   m 

00   on   oo   in   m   fn* 


.—  w-       <—       •-       fN   rM 


rM   Is*   O   <"M   m 


co   vo   m   io 


cm   m   .- 


t—   rM   in   •— 


2  S 


vo   on   m 


vo   on   co   m 


on   oj   on   in 


rM   m   f— 


--------   fN   r\i 


2  8 


— ;   m   in   co   —^   *r 

.-^    —    —    —    fN    CM 


co   m   ^   r«. 

Pn   o   —   — 


in   in   vo   r^ 


in   rM   rM 


■  —   « 


—   O   ^ 


nn    rM    m    00 


.—   .—   .—   .—   rM   rM   rM 


on   #-   on   m   in 

ON    00    00   CM    On 


m  in  vo  co 

fM  -  t  t 

^  *T  O  O 

rs,  —  o  o 


—   in   On   ^O   in   in 
ON   rs   f   in   m   vo 


fN   cm   cm   rn   rn 


p* 

-^ 

pn 

rs 

3 

CO 

m 

r^i 

2 

Ol 

O 

CO 

rs 

^r 

m 

^ 

01 

m 

33 

"" 

in 

m 
rM 

IA 

ON 

CM 

DO 

ON 

S 

a 

T 

rsj 

o 

CO 

r^ 

px 

vO   ON   fM   rs 


\0      pn   rM   •- 


m   fj*   cm   in   rM 


rs.   •—   f— 


rM   0>   \0   on 


rM   .—   — 


vO   vO   i£)   •— 
«0   CO   rn   rM 


§    2 


on   m   co   rn 

vO    on    CO   fN 


rM   rM   fN   m 


,—       —       coo       —       inmmmcoON 


ONmi/NiOcorMONrs)rM»-rMOOm 


on      m      in      m      •—      m 


rsi      on      — 


—      i-      co      m 


rsi       rM       rM       m 


iO       co       t- 


fNrMrMmmmrnm 


on      in      m      oo 


m      co      io      m 


mio^*-       OnononO* 


•—       fs.       rv       o 


rM       rM       rM       m       rn       m 


O       —       vO       — 

O      rM      fN.       co 

*-      m      *o      •— 


S     2 

m      in 
00       — 


—       00       o 


ON        •—        vO       rn 


CO        •—        in        •— 


rv.      on      — 


fN       rM       rM       fN       on 


in       m       m       fN       on       m 


m       CO       m       fN 


«—      m      i£>      •—      r-N 


■—       rM      m 


o      oo       m       ■—      co      r^ 
on      oo     on      •—      m     fN. 


fN      rM      fN      rsl      rn      m 


i£)       on       •>.       — 


«-;       rn      in      oq      •—       ^ 
fN        rsi       fN       ni       rn       rn 


rM  —  r^  O  fN 

ON  rN  i<D  oo  — 

On  —  ro  in  oo 

— ;  fN  fN  fN  rsi 


fN   rn   00 


oo   on   «—   fN   m 


fN   m  on   io   on   r^ 
on   in   on   co   on   m 


inONONinrMnnrnrNrN, 


On   fN,   On   m   in   •— 


m   m  «o  t—  rN. 

n   O  Pn  rv  — 

Sr-N  rM  —  "T 

on  m  fN  -— 


■—   On   00 


«—    t—    fN    VO 


ON    *-         •—    fN 

rN   .—   m   on 
m   in   •—   fN   on 


—    —    fN 


r-N   3-   m 

rs   On   i>. 


t—    VO    fN 


fN    <—    •—    fN 


Pn   CO   ON   o   •- 


CO   vO   in   vO 


m   on   oo   on   o 

O*   vO   rn   O   ON 
vp   co   •—   m   on 


m   ^, 


in   oo   oo 


00  ■—  00  On  rN 

m  rn  •—  •—  m 

«^  m  in  fN,  on 

fN  fN  fN  fN  rM 


INJ   ON   fN   oo    in 


vo   in   ^ 


oo   in   in   rM 
m   vo   —   — 


«     r-  r- 


fN    00    ON 


00   ON   vO   ON 


CO    ON    — 


m   vo   oo   •— 


^"^■^roNOommm 
rMrN.rN.rnco^rrM^r 

NMO'-^'-'-N 


rMrMfNrMfNfNmm 


in   m   in   vo 


O  m  •—  fN  oo 
vO  fN  ON  vo  m 
o   «—   •—   rM   m 


in   vo   oo   m   oo 
oo   rn   m   on   o 

•—   O   ON   CO   o» 


fN    ON    ON 


00   rM   rM 


o   •—   fN   m 


on   in   fN 


on   co   «—   on 


cm   m   vo   co 


fN   in   co   -— 


«—   co   m 

fN    •—    «—    ^- 


fN    fN    fN    fN 


m   «-   — 


O     PN.     fN.      -— 


o   *-   *- 


in   in   on   oo   fN 
on   co   pn   rN.   co 

Pn    CO    ON    O    •— 


£   In"   S 


—  ON 
iO  *- 
•—   rsl 


fN    rM    IN    fN 


m  f^t      ?*i      m 


vo   ON   ON   fN.   m   on 


in   m   oo   rn 


fN   in   o   «— 


^  \0      — 


o   •—   •—   rsi   fN   m   m 


vo   fN   oo   ro 


on   —   in   •— 


t—    CO    ON 


rN.   in   vo   •—   oo   on 


o  <-      — 


vO    vO    vO 


m   oo   oo 


in   m   ■—   on   oo 


m   vo   on 


o   ■-  *-      — 


fN  co  m  vo 
^r  in  co  fN 
CO   fN   vo   ■— 


in   «—   m   »— 


co   co   vo   rn   on   vo   m 


vo   rn   rM   m   vo   •—   Pn 


co   m   fN   vo 


fN   fN   rM   rM 


vo   co   — 


0\      rn      co   m   on   m 

r-     NT     VO     ON     •—     ^* 

fN   fN   fN   fN   m   fO 


0\    00    fN    fN    00 


■—   fN   m 


•—   fN   m 


O   i-   «- 


m    VO    Pn    00    ON    O    i— 


VO    CO    ON    «— 


iO   rn  f—       i— 


m   vo   ■—   in   i—   co   •— 


fN   m   in   oo 


on   cm   in   oo   «— 


rMrNfNrMfNfNfNfNmmrn 


fNrsirMrMfNfNfNrNfNrM 


A-6  APPENDIXA      Present  and  Future  Value  Tables 


Illustrations  Using  Appendix  A.2:  Present  Value  of  $1 

To  use  this  table,  locate  the  present  value  factor  for  the  time  period  and  the  inter- 
est rate. 

1.  You  want  to  begin  a  college  fund  for  your  newborn  child;  you  hope  to  accu- 
mulate $30,000  by  18  years  from  now.  If  a  current  investment  opportunity 
yields  7  percent,  how  much  must  you  invest  in  a  lump  sum  to  realize  the 
$30,000  when  needed? 

The  present  value  factor  is  0.296;  hence,  the  solution  is  $30,000  x  0.296,  or 
$8880. 

2.  You  hope  to  retire  in  25  years  and  want  to  deposit  a  single  lump  sum  that 
will  grow  to  $250,000  at  that  time.  If  you  can  now  invest  at  8  percent,  how 
much  must  you  invest  to  realize  the  $250,000  when  needed? 

The  present  value  factor  is  0.146;  hence,  the  solution  is  $250,000  x  0.146,  or 
$36,500.  The  present  value  of  $250,000  received  25  years  from  now  is 
$36,500  if  the  interest  rate  is  8  percent. 

3.  You  have  the  choice  of  receiving  a  down  payment  from  someone  who  wants 
to  purchase  your  rental  property  as  $15,000  today  or  as  a  personal  note  for 
$25,000  payable  in  6  years.  If  you  could  expect  to  earn  8  percent  on  such 
funds,  which  is  the  better  choice? 

The  present  value  factor  is  0.630;  hence,  the  solution  is  $25,000  x  0.630,  or 
$15,750.  Thus,  the  present  value  of  $25,000  received  in  6  years  is  greater  than 
$15,000  received  now,  and  the  personal  note  is  the  better  choice. 

4.  You  own  a  $1000  bond  paying  8  percent  annually  until  its  maturity  in  5 
years.  You  need  to  sell  the  bond  now  even  though  the  market  rate  of  inter- 
est on  similar  bonds  has  increased  to  10  percent.  What  discounted  market 
price  for  the  bond  will  allow  the  new  buyer  to  earn  a  yield  of  10  percent? 

First,  compute  the  present  value  of  the  future  interest  payments  of  $80  per 
year  for  5  years  at  10  percent  (using  Appendix  A. 4):  $80  x  3.791,  or  $303.28. 
Second,  compute  the  present  value  of  the  future  principal  repayment  of 
$1000  after  5  years  at  10  percent:  $1000  x  0.621,  or  $621.00.  Hence,  the  mar- 
ket price  is  the  sum  of  the  two  present  values  ($303.28  +  $621.00),  or 
$924.28. 

An  alternative  approach  is  to  use  a  calculator  to  determine  the  present  value, 
PV,  of  a  single  payment  received  some  time  in  the  future.  The  equation,  which 
is  a  rearrangement  of  the  future  value  equation  (A.l),  is 

FV 

PV    =     — (A.2) 

(1.0  +  i)n 


where 


PV  =  the  present  value  of  the  investment 

FV  =  the  future  value 

/'  =  the  interest  rate  per  period 

/;  =  the  number  or  periods  the  PV  is  invested 
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A-8  APPENDIX  A      Present  and  Future  Value  Tables 


Illustrations  Using  Appendix  A. 3: 

Future  Value  of  an  Annuity  of  $1  per  Period 

To  use  this  table,  locate  the  future  value  factor  for  the  time  period  and  the  interest  rate. 

1.  You  plan  to  retire  after  16  years.  To  provide  for  that  retirement,  you  initiate  a  savings 
program  of  $7000  per  year  in  an  investment  yielding  8  percent.  What  will  the  value 
of  the  retirement  fund  be  at  the  beginning  of  the  seventeenth  year? 

Your  last  payment  into  the  fund  will  occur  at  the  end  of  the  sixteenth  year,  so  scan 
down  the  periods  (n)  column  for  period  16,  and  then  move  across  until  you  reach 
the  column  for  8  percent.  The  future  value  factor  is  30.32.  Hence,  the  solution  is 
$7000  x  30.32,  or  $212,240. 

2.  What  will  be  the  value  of  an  investment  if  you  put  $2000  into  a  retirement  plan 
yielding  7  percent  annually  for  25  years? 

The  future  value  factor  is  63.250.  Hence,  the  solution  is  $2000  x  63.250,  or  $126,500. 

3.  You  are  trying  to  decide  between  putting  $3000  or  $4000  annually  for  the  next  20 
years  into  an  investment  yielding  7  percent  for  retirement  purposes.  What  is  the  dif- 
ference in  the  value  of  investing  the  extra  $1000  for  20  years? 

The  future  value  factor  is  41.0.  Hence,  the  solution  is  $1000  x  41.0,  or  $41,000. 

4.  You  will  receive  an  annuity  payment  of  $1200  at  the  end  of  each  year  for  6  years. 
What  will  be  the  total  value  of  this  stream  of  income  invested  at  7  percent  by  the 
time  you  receive  the  last  payment? 

The  appropriate  future  value  factor  for  6  years  at  7  percent  is  7.153.  Hence,  the  solu- 
tion is  $1200  x  7.153,  or  $8584. 

5.  How  many  years  of  investing  $1200  annually  at  9  percent  will  it  take  to  reach  a  goal 
of  $11,000? 

Divide  the  future  value  of  $11,000  by  the  lump  sum  of  $1200  to  find  a  future  value 
factor  of  9.17.  Look  down  the  9  percent  column  to  find  9.200  (close  enough).  Read 
across  the  row  to  find  that  an  investment  period  of  7  years  is  needed. 

6.  If  you  plan  to  invest  $1200  annually  for  9  years,  what  rate  of  return  is  needed  to 
reach  a  goal  of  $15,000? 

Divide  the  future  value  goal  of  $15,000  by  $1200  to  derive  the  future  value  factor 
12.5.  Look  across  the  row  for  9  years  to  locate  the  future  value  factor  of  12.49  (close 
enough).  Read  up  the  column  to  find  that  you  need  an  8  percent  return. 

An  alternative  approach  is  to  use  a  calculator  to  determine  the  total  future  value,  FV, 
of  a  stream  of  equal  payments  (an  annuity).  The  equation  is 

[(1.0  +  i)n  -  1.0]  x  A 
FV    = '—. (A.3) 

where 

FV  =  the  future  value 

i  =  the  interest  rate  per  period 

n   =  the  number  or  periods  the  PV  is  invested 

A   =  the  amount  of  the  annuity 
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A-10  APPENDIXA      Present  and  Future  Value  Tables 


Illustrations  Using  Appendix  A.4: 

Present  Value  of  an  Annuity  of  $1  per  Period 


To  use  this  table,  locate  the  present  value  factor  for  the  time  period  and  the  interest  rate. 

1.  You  are  entering  a  contract  that  will  provide  you  with  an  income  of  $1000  at  the 
end  of  the  year  for  the  next  10  years.  If  the  annual  interest  rate  is  7  percent,  what  is 
the  present  value  of  that  stream  of  payments? 

The  present  value  factor  is  7.024;  hence,  the  solution  is  $1000  x  7.024,  or  $7024. 

2.  You  expect  to  have  $250,000  available  in  a  retirement  plan  when  you  retire.  If  the 
amount  invested  yields  8  percent  and  you  hope  to  live  an  additional  20  years,  how 
much  can  you  withdraw  each  year  so  that  the  fund  will  just  be  liquidated  after  20 
years? 

The  present  value  factor  for  20  years  at  8  percent  is  9.818.  Hence,  the  solution  is 
$250,000  4-  9.818,  or  $25,463. 

3.  You  have  received  an  inheritance  of  $60,000  that  you  invested  so  that  it  earns  9  per- 
cent. If  you  withdraw  $8000  annually  to  supplement  your  income,  in  how  many 
years  will  the  fund  run  out? 

Solving  for  n,  $60,000  -e-  $8000  =  7.5.  Scan  down  the  9  percent  column  until  you 
find  a  present  value  factor  close  to  7.5,  which  is  7.487.  The  row  indicates  13  years; 
thus,  the  fund  will  be  depleted  in  approximately  13  years  with  $8000  annual  with- 
drawals. 

4.  A  seller  offers  to  finance  the  sale  of  a  building  to  you  as  an  investment.  The  mort- 
gage loan  of  $280,000  will  be  for  20  years  and  requires  an  annual  mortgage  payment 
of  $24,000.  Should  you  finance  the  purchase  through  the  seller  or  borrow  the  funds 
from  a  financial  institution  at  a  current  rate  of  10  percent? 

$280,000  ■*■  $24,000  =  11.667.  Scan  down  the  periods  (n)  column  to  20  years  and 
then  read  across  to  locate  the  figure  closest  to  11.667,  which  is  11.470.  The  column 
indicates  6  percent;  thus,  seller  financing  offers  a  lower  interest  rate. 

5.  You  have  the  opportunity  to  purchase  an  office  building  for  $750,000  with  an 
expected  life  of  20  years.  Looking  over  the  financial  details,  you  see  that  the  before- 
tax  net  rental  income  is  $90,000.  If  you  want  a  return  of  at  least  15  percent,  how 
much  should  you  pay  for  the  building? 

The  present  value  factor  for  20  years  at  15  percent  is  6.259,  and  $90,000  x  6.259  = 
$563,310.  Thus,  the  price  is  too  high  for  you  to  earn  a  return  of  15  percent. 

An  alternative  approach  is  to  use  a  calculator  to  determine  the  present  value,  PV,  of 
a  stream  of  payments.  The  equation  is 


py  m     [1.0  ~  1-0/(1.0  +  i)n)  X  A  (A  4) 


where 


PV  =  the  present  value  of  the  investment 

/'  =  the  interest  rate  per  period 

n  =  the  number  or  periods  the  PV  is  invested 

A  =  the  amount  of  the  annuity 
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Estimating  Social  Security 
Benefits 


The  Social  Security  Administration  (SSA)  has  a  basic  benefit  credited  to  you 
right  now  earned  for  your  retirement,  for  a  period  of  disability,  or  for  your 
survivors,  provided  that  you  qualify  based  on  the  number  of  credits  of  cov- 
erage you  have  earned.  The  level  of  benefits  received  from  Social  Security 
depends  on  your  income  in  past  years  that  was  subject  to  the  Federal  Insurance 
Contributions  Act  (FICA)  taxes,  commonly  known  as  Social  Security  taxes.  The 
tables  that  follow  provide  the  authors'  estimates  of  Social  Security  benefits  for 
various  income  levels.  They  are  based  on  1999  Social  Security  benefit  levels  and 
allow  you  to  estimate  your  own  benefits  by  using  your  personal  income  data. 


Social  Security  Retirement  Benefits 

To  be  eligible  for  Social  Security  retirement  benefits,  any  worker  born  after  1928 
must  have  earned  40  credits  of  coverage.  As  noted  in  the  text,  it  is  possible  to 
receive  four  credits  per  year.  In  1999,  a  worker  would  earn  one  quarter  credit  for 
each  $740  of  income  subject  to  Social  Security  taxes.  Dependent  children, 
spouses  caring  for  dependent  children,  and  retired  spouses  at  age  62  (including 
former  spouses  if  the  marriage  lasted  at  least  ten  years)  may  also  collect  benefits 
based  on  the  eligibility  of  the  retired  worker.  To  obtain  figures  more  specific  than 
those  given  in  Table  B.l,  contact  the  Social  Security  Administration  for  a  per- 
sonal earnings  and  benefits  estimate  statement  as  described  in  Chapter  18. 

You  can  use  Table  B.l  to  estimate  a  person's  Social  Security  retirement  ben- 
efits in  today's  dollars,  assuming  the  retiree  worked  steadily  and  received  aver- 
age pay  raises  and  retired  at  the  full  benefit  retirement  age.  Note  that  if  more 
than  one  person  would  receive  a  benefit  under  the  retiree's  account  (a  retiree 
and  spouse,  for  example),  the  amount  of  the  second  person's  benefit  would  be 
one-half  of  the  retiree's  benefit,  giving  a  total  family  benefit  50  percent  higher 
than  the  figure  in  Table  B.l. 


Social  Security  Disability  Benefits 


Social  Security  will  pay  disability  benefits  to  an  insured  worker,  dependent  chil- 
dren up  to  age  18  (or  19,  if  the  child  is  still  in  high  school),  a  spouse  caring  for 
a  dependent  child  who  is  younger  than  age  16  or  disabled,  and  a  spouse  (even  if 
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Table  B.I 


Monthly  Retirement  Benefits  at  age  65  in  Today's  Dollars 


Present  Annual  Earnings 


$15,000 

$24,000 

$36,000 

$48,000 

$72,600  and  Higher 

Per  month 

$675 

$918 

$1,203 

$1,299 

$1,379 

Per  year 

$8,100 

$11,016 

$14,436 

$15,588 

$16,548 

As  a  percentage  of  income 

54.0% 

45.9% 

40.1% 

32.5% 

22.8% 

divorced,  but  not  remarried,  provided  the  marriage  lasted  ten  years)  aged  62  or 
older.  The  benefit  amount  will  depend  on  two  factors.  The  first  factor  is  the  eli- 
gibility of  the  disabled  worker.  To  be  eligible  for  disability  benefits,  workers  need 
at  least  40  credits  of  coverage  under  Social  Security,  with  at  least  20  of  the  cred- 
its attained  in  the  previous  ten  years  (depending  on  year  of  birth).  A  worker 
younger  than  age  31  must  have  attained  at  least  six  credits,  or  one  more  than 
one-half  of  the  total  credits  possible  after  age  21,  whichever  is  greater.  (For  exam- 
ple, a  26-year-old  worker  would  have  five  years,  or  20  credits,  possible  and  would 
need  ten  credits  of  coverage.)  The  second  factor  affecting  benefit  levels  is  the  pre- 
disability  income  of  the  covered  individual  that  was  subject  to  the  FICA  tax. 

You  can  use  Table  B.2  to  estimate  an  individual's  Social  Security  disability 
benefits  in  today's  dollars,  assuming  the  disabled  person  worked  steadily  and 
received  average  pay  raises.  The  estimated  family  benefit  is  150  percent  of  the 
benefit  for  the  covered  worker. 


Table  B.2 


Monthly  Disability  Benefits 


Individual  benefit  per  month 

Individual  benefit  per  year 
As  a  percentage  of  income 

Maximum  family  benefit  per  month 

Maximum  family  benefit  per  year 
As  a  percentage  of  income 


Present  Annual  Earnings 


$15,000 

$24,000 

$36,000 

$48,000 

$72,600  and  Higher 

$687 

$932 

$1,215 

$1,301 

$1,377 

$8,244 

$11,184 

$14,850 

$15,612 

$16,524 

55.0% 

46.6% 

40.5% 

32.5% 

22.8% 

$1,030 

$1,398 

$1,822 

$1,951 

$2,065 

$12,360 

$16,776 

$21,864 

$23,412 

$24,780 

82.4% 

69.9% 

60.7% 

48.8% 

34.1% 
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Social  Security  Survivor's  Benefit! 


Social  Security  will  pay  benefits  to  surviving  children  younger  than  age  18  (or 
19,  if  the  child  is  still  in  high  school),  to  a  surviving  spouse  (even  if  divorced 
from  the  deceased,  but  not  remarried)  caring  for  surviving  children  under  age  16, 
and  to  a  surviving  spouse  (even  if  divorced,  if  the  marriage  lasted  at  least  ten 
years)  aged  60  or  older.  Two  factors  are  important.  The  first  factor  is  the  eligibil- 
ity of  the  covered  worker.  The  deceased  worker  must  have  accrued  as  many  as  40 
credits  of  coverage  to  be  "fully  insured,"  depending  on  his  or  her  year  of  birth. 
Workers  who  have  earned  at  least  as  many  credits  of  coverage  as  years  since  turn- 
ing age  21  will  be  fully  insured  as  well.  Other  individuals  may  be  considered 
"currently  insured"  if  they  have  six  credits  of  coverage  in  the  previous  13  calen- 
dar credits.  The  survivors  of  currently  insured  workers  receive  limited  types  of 
benefits  compared  to  those  of  fully  insured  workers.  The  second  factor  is  the  cov- 
ered worker's  level  of  earnings,  as  indicated  in  Table  B.3. 

You  can  use  Table  B.3  to  estimate  monthly  survivor's  benefits  from  Social 
Security  in  today's  dollars  for  eligible  surviving  family  members.  The  table 
assumes  that  the  deceased  worker  worked  steadily  and  received  average  pay 


Table  B.3 


Monthly  Survivor's  Benefits  if  You  Died  in  1999 


Individual  benefit  per  month* 

Individual  benefit  per  year 
As  a  percentage  of  income 

Maximum  family  benefit  per  month 

Maximum  family  benefit  per  year 
As  a  percentage  of  income 


Present  Annual  Earnings 


$15,000 

$24,000 

$36,000 

$48,000 

$72,600  and  Higher 

$504 

$685 

$891 

$955 

$1,011 

$6,048 

$8220 

$10,692 

$11,460 

$12,132 

40.3% 

34.2% 

29.7% 

32.5% 

16.7% 

$1,094 

$1,487 

$1,933 

$2,072 

$2,194 

$13,128 

$17,844 

$23,196 

$24,864 

$26,328 

87.5% 

74.3% 

64.4% 

51.8% 

36.3% 

I 


A  surviving  spouse  aged  65  or  older  would  receive  a  benefit  approximately  one-third  higher  than  these  figures. 


Careers  in  Personal  Financial 
Planning  and  Counseling 


Personal  financial  planning  and  counseling  is  a  professional  field  that  addresses 
the  financial  concerns  of  individuals  and  families.  The  need  for  sound  advice 
in  personal  finance  is  becoming  increasingly  apparent  to  the  public,  inspiring 
ever  more  well-qualified  people  to  enter  this  growing  service  profession. 

Academic  study  in  this  field  provides  education  and  training  for  profession- 
als who  hope  to  offer  counseling,  education,  or  advice  on  individual  and  family 
financial  matters,  such  as  debt  management,  budgeting,  financial  management 
strategies,  and  fundamental  financial  planning  opportunities.  Financial  services 
providers  focus  on  the  evolving  role  of  personal  finances  in  the  lives  of  U.S.  fam- 
ilies, considering  how  people  should  spend,  save,  manage,  protect,  and  invest 
their  resources.  Careers  in  the  financial  services  industry — in  business,  govern- 
ment, and  the  nonprofit  sectors — have  been  identified  as  terrific  employment 
opportunities  for  at  least  the  next  two  decades. 


Factors  That  Have  Led  to  Growth  in  the  Field  of 
Personal  Financial  Planning  and  Counseling 

Just  35  years  ago,  the  average  U.S.  consumer  did  not  have  any  credit  cards,  sel- 
dom owned  stocks,  bonds,  or  life  insurance,  and  either  opened  a  non-interest- 
bearing  checking  account  at  a  local  bank  or  did  not  have  a  checking  account  at 
all.  Many  people  planned  on  working  for  the  same  employer  until  they  retired, 
with  their  jobs  typically  providing  some  health  care  benefits  and  perhaps  a  small 
pension. 

Today,  consumer  choices  among  financial  products  and  services  have  never 
been  greater.  The  problems,  challenges,  and  opportunities  in  personal  financial 
matters  facing  individuals  and  families  can  seem  overwhelming.  People  must 
select  and  pay  for  their  health  care  plans  and  take  responsibility  for  investing 
thousands  of  dollars  every  year  into  their  personal  pension  plans.  Although  mis- 
takes in  either  area  can  prove  very  costly,  the  public  remains  poorly  informed 
about  these  complicated  areas  of  financial  decision  making. 

Individuals  and  families  today  face  an  increasingly  deregulated  personal 
financial  marketplace,  the  constant  introduction  of  new  financial  products,  a 
wider  availability  of  choices  in  products  and  services,  loss  of  real  spendable 
income  due  to  inflation,  higher  costs  for  vital  necessities  (i.e.,  housing,  trans- 
portation, and  education),  substantial  housing  mobility,  employment  disloca- 
tions because  of  regional  economic  instability  with  the  resulting  need  for  job 
retraining,  and  a  growing  dependence  on  two  incomes  to  make  financial  ends 
meet  and  live  a  chosen  lifestyle.  At  the  same  time,  marketplace  transactions  have 
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become  much  more  impersonal  because  of  the  use  of  automated  teller  machines, 
bill  paying  by  computer,  mail-order  catalogs,  mega-shopping  malls,  home  shop- 
ping via  television,  and  financial  transactions  on  the  Internet. 

These  changes  increase  the  likelihood  of  making  errors  in  personal  finances. 
These  mistakes  occur,  in  part,  because  everyone  is  not  equally  adept  or  success- 
ful at  handling  personal  finances.  Mismanagement  in  the  areas  of  credit, 
planned  spending,  risk  management,  and  investing  can  have  serious  negative 
results. 

While  the  personal  financial  practices  of  the  U.S.  family  undergo  this  trans- 
formation, most  people  still  rely  upon  themselves  or  other  family  members  as 
their  primary  source  of  advice  about  financial  matters.  Many  consumers  know 
few  sources  of  financial  help  available  in  their  communities — let  alone  any  unbi- 
ased sources.  Because  so  few  people  are  educated  in  personal  financial  manage- 
ment, most  individuals  and  families  are  ill-prepared  to  deal  with  today's 
financial  problems,  challenges,  and  opportunities.  Despite  a  general  lack  of  edu- 
cational preparation  in  personal  financial  management,  however,  the  responsi- 
bility for  a  person's  financial  well-being  today  rests  squarely  upon  the  individual 
and  family. 


The  Role  of  a  Professional  in 

Personal  Financial  Planning  and  Counseling 


In  response  to  these  needs  and  opportunities,  a  sharp  increase  has  been  noted  in 
the  demand  for  qualified  professionals  who  are  willing  to  enter  the  rapidly  grow- 
ing field  of  personal  financial  planning  and  counseling  to  become  financial  ser- 
vices providers. 

Career  opportunities  for  professionals  in  financial  planning  and  counseling 
historically  have  been  divided  into  two  areas:  (1)  financial  planning  and  (2)  bud- 
get/credit counseling.  Individuals  in  financial  planning  occupations  usually  sell 
financial  products  (such  as  life  insurance,  stocks,  or  mutual  funds)  and  offer 
planning  advice  (in  the  areas  of  cash-flow  management,  risk  management,  and 
capital  appreciation  for  retirement)  to  middle-  and  high-income  clients.  Mem- 
bers of  the  budget/credit  counseling  occupations  generally  advise  clients  of  all 
income  levels  who  are  experiencing  some  type  of  financial  difficulty  (such  as 
credit  abuse)  or  facing  a  basic  challenge  (such  as  the  need  to  accumulate  funds 
for  a  child's  education). 

The  financial  services  provider,  or  financial  counselor,  works  with  clients  in  a 
proactive  manner  to  aid  in  financial  decision  making  and  to  help  implement 
those  decisions.  The  definition  of  a  financial  counselor  has  evolved  through  the 
years,  but  now  describes  a  professional  capable  of  offering  advice  to  those  who 
need  assistance  with  budgeting  and  credit  problems  as  well  as  to  those  who  need 
guidance  in  financial  planning  and  decision  making.  Thus,  this  role  encom- 
passes the  duties  of  both  financial  planners  and  budget/credit  counselors.  The 
prototype  of  this  newer  type  of  financial  services  provider  is  often  employed  in 
a  company's  employee  assistance  program  (EAP),  where  he  or  she  handles 
inquiries  on  all  types  of  financial  concerns  of  employees.  The  well-educated 
financial  services  provider  of  today  and  tomorrow  can  provide  remedial  and  pre- 
ventive advice  to  individuals  and  families  regarding  debt  management,  financial 
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budgeting,  and  fundamental  financial  planning  opportunities.  Their  clients  may 
or  may  not  already  be  managing  their  personal  finances  effectively.  Keep  in 
mind,  however,  that  most  job  opportunities  today  remain  divided  into  the  tra- 
ditional financial  planning  or  the  budget/credit  counseling  occupations,  where 
the  financial  planner  offers  suggestions  on  productive  financial  opportunities 
while  the  budget/credit  counselor  helps  people  resolve  problems  with  over- 
spending and  poor  budgeting  techniques. 

Graduates  from  academic  programs  who  enter  professional  careers  in  per- 
sonal financial  planning  and  counseling  should  take  a  holistic  perspective  to 
financial  concerns  in  helping  clients  resolve  specific  financial  problems,  take 
advantage  of  unique  planning  opportunities,  and  integrate  all  aspects  of  a 
client's  finances  into  a  comprehensive  financial  plan.  This  comprehensive 
approach  to  resource  management  distinguishes  personal  financial  counselors 
from  credit  counselors,  insurance  agents,  and  stockbrokers,  each  of  whom  might 
focus  on  a  single  area  of  a  client's  finances  rather  than  the  client's  total  financial 
needs. 

Today's  professionally  educated  financial  services  provider  should  be  able  to 
provide  counseling,  education,  and  advice  to  families  on  financial  matters,  such 
as  utilizing  human  and  community  assets,  obtaining  entitlements,  resolving 
credit  and  budgeting  problems,  managing  cash,  and  dealing  with  risk  manage- 
ment, retirement  planning,  and  capital  accumulation.  The  financial  services 
provider  can  present  issues,  alternatives,  and  possible  courses  of  action  for 
clients  to  consider,  with  the  overall  goal  of  empowering  individuals  and  families 
to  function  in  their  own  self-interest.  Importantly,  the  financial  services  provider 
also  tries  to  educate  and  empower  clients  so  that  they  can  achieve  their  goals 
themselves. 

In  addition,  the  financial  services  provider  can  help  individuals  and  families 
determine  whether  and  how  they  can  meet  their  life  goals  through  proper  man- 
agement of  financial  and  human  resources.  The  immediate  task  is  to  help  clients 
articulate  goals  and  identify  problems  that  may  impede  progress  toward  achieve- 
ment of  those  goals.  The  financial  services  provider  then  helps  the  client  deter- 
mine whether  the  goals  are  achievable  and  how  to  accomplish  them.  Next,  the 
financial  services  provider  coordinates  the  implementation  of  a  financial  plan  to 
improve  the  likelihood  that  the  client  will  attain  his  or  her  immediate  goals.  In 
most  cases,  the  financial  services  provider  periodically  reviews  the  progress  of 
clients  and,  if  needed,  assists  them  in  making  any  revisions  necessary. 

In  advising  clients,  the  financial  services  provider  tries  to  point  out  how  deci- 
sions and  actions  undertaken  at  one  stage  of  life  affect  economic  security  at 
other  stages  of  life  and  ultimately  affect  their  long-term  quality  of  life.  If  neces- 
sary, both  remedial  and  preventive  advice  is  offered,  as  well  as  productive  plan- 
ning suggestions.  The  advice  provided  by  a  financial  services  provider  is 
intended  to  help  clients  position  their  assets,  debts,  and  income  so  that  they  can 
efficiently  and  effectively  meet  their  personal  and  family  financial  objectives. 

In  counseling  people  about  their  finances,  a  number  of  sensitive  issues  may 
arise  with  clients,  occasionally  including  unresolved  conflicts,  which  may  result 
in  the  financial  services  provider  making  appropriate  referrals  to  other  special- 
ized professionals  as  well  as  social  services  agencies.  Thus,  in  addition  to  clients, 
financial  services  providers  often  interact  with  professionals  employed  in  social 
service  and  government  agencies,  educational  institutions,  legal  firms,  and  a 
variety  of  businesses. 
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Major  activities  of  financial  service  providers  include  responding  to  client 
inquiries;  offering  credit  and  budgeting  advice;  proposing  a  budgeting  format; 
contacting  creditors  and  public  assistance  organizations  (if  necessary);  explain- 
ing the  provisions  of  an  employee  benefits  package;  preparing  reports  for  and 
about  clients;  making  productive  financial  planning  suggestions  (perhaps  on 
how  to  provide  for  a  child's  education,  reduce  income  taxes,  or  invest  funds  for 
retirement);  developing  promotional  and  informational  programs;  writing  news 
releases,  informational  brochures,  and  newsletters;  attending  seminars  and 
workshops  to  update  the  provider's  personal  knowledge  of  financial  issues;  and 
speaking  to  various  consumer,  employee,  educational,  government,  business, 
and  professional  groups. 


Professional  Certifications 


Professional  certifications  are  obtained  by  many  successful  financial  service 
providers  who  have  voluntarily  undergone  training  and  met  various  qualifica- 
tions. For  those  in  financial  planning  occupations,  these  certifications  include 
Certified  Financial  Planner  (CFP),  Chartered  Financial  Consultant  (ChFC),  Cer- 
tified Financial  Analyst  (CFA),  Registry  of  Financial  Planning  Practitioners,  Reg- 
istered Investment  Advisor  (RIA),  Certified  Employee  Benefits  Specialist  (CEBS), 
Certified  Professional  Insurance  Woman  (CPIW),  and  master  of  science  (MS) 
degree  in  personal  financial  management.  More  than  90  academic  programs 
across  the  United  States  are  registered  with  the  International  Board  of  Standards 
and  Practices  for  Certified  Financial  Planners,  Inc.  Graduates  of  IBCFP-registered 
curricula  are  automatically  entitled  to  take  the  Certified  Financial  Planner  (CFP) 
examination.  For  members  of  the  budget/credit  counseling  occupations,  two 
popular  certifications  are  CCCS  and  AFC.  The  Certified  Consumer  Credit  Coun- 
selor (CCCS)  is  available  to  counselors  working  in  nonprofit  consumer  credit 
counseling  agencies.  The  Chartered  Mutual  Fund  Counselor  (CMFC)  serves  that 
industry.  The  Accredited  Financial  Counselor  (AFC)  certification,  offered 
through  the  Association  for  Financial  Counseling  and  Planning  Education,*  is 
available  to  all  financial  service  providers. 


Career  Opportunities 


The  financial  services  industry,  of  which  careers  in  budget/credit  counseling  and 
financial  planning  constitute  but  one  part,  has  been  identified  as  one  of  the 
brighter  career  prospects  in  the  new  century.  This  expanding  field  offers  career 
opportunities  for  well-educated  financial  service  providers  with  social  service 
agencies,  military  bases,  government  agencies,  financial  institutions,  stock  and 
insurance  brokerage  businesses,  financial  planning  firms,  and  private  practice. 

The  financial  services  provider  is  sometimes  the  only  member  of  a  team  with 
special  expertise  in  financial  matters,  and  colleagues  may  rely  on  him  or  her 

Association  for  Financial  Counseling  and  Planning  Education,  6099  Riverside  Drive,  Suite  100, 
Dublin,  OH  43017;  telephone:  (614)  798-4107;  fax  (614)  798-6560;  e-mail:  requests afcpe.org; 
Internet:  www.afcpe.org. 


APPENDIX  C     Careers  in  Personal  Financial  Planning  and  Counseling  A-21 


accordingly.  A  growing  number  of  large  organizations  employ  such  a  financial 
services  provider  who  informs,  updates,  and  educates  the  firm's  other  workers. 
In  other  employment  situations,  three  or  four  (or  more)  financial  service 
providers  with  similar  backgrounds  and  job  responsibilities  may  work  in  the 
same  office. 

Appropriate  entry-level  employment  positions  for  financial  counseling  grad- 
uates include  credit  counselor,  budget  counselor,  consumer  credit  counseling 
service  operations  manager,  employee  assistance  counselor,  pre-retirement 
counselor,  financial  counselor,  military  financial  educator,  consumer  relations 
coordinator,  housing  counselor,  loan  coordinator,  loan  officer,  new  accounts 
representative,  debt  collections  coordinator,  credit  investigator,  claims  represen- 
tative, bankruptcy  court  service  worker,  extension  agent,  coordinator  of  finan- 
cial counseling  volunteers,  stockbroker,  insurance  broker,  and  financial  planner. 

Suitable  entry-level  positions  for  financial  counseling  graduates  can  be  found 
within  a  number  of  nonprofit  and  service-oriented  employers:  consumer  credit 
counseling  services,  credit  unions,  family  service  agencies,  armed  forces  family/ 
community  service  agencies,  corporate  and  government  employee  assistance 
programs,  employee  benefits  counseling  firms,  college  financial  aid  offices, 
social  welfare  agencies,  hospitals,  consumer  finance  companies,  mortgage 
lenders,  corporate  credit  departments,  credit  bureaus,  credit  collection  agencies, 
juvenile  and  domestic  relations  courts,  marriage  counseling  firms,  mental  health 
associations,  community  programs  for  the  elderly/low-income  workers,  ministe- 
rial organizations,  divorce  mediation  firms,  cooperative  extension  services,  labor 
unions,  as  bankruptcy  attorneys,  U.S.  bankruptcy  courts,  the  Federal  Home 
Administration,  the  Farmers  Home  Administration,  Housing  and  Urban  Devel- 
opment offices,  banks,  savings  and  loan  associations,  insurance  companies,  and 
financial  planning  companies. 

In  addition,  many  potential  entry-level  positions  and  employers  exist  in  the 
financial  services  industry,  such  as  account  representative  at  a  brokerage  firm, 
customer  service  agent  at  a  mutual  fund  company,  accounts  officer  at  a  bank  or 
savings  and  loan  association,  sales  representative  for  a  real  estate  agency  or  an 
insurance  company,  and  junior  associate  at  a  financial  planning  firm.  Positions 
in  the  financial  services  field  are  likely  to  be  found  in  both  small  and  large  orga- 
nizations. Potential  employers  are  located  throughout  the  country,  in  both  small 
and  large  communities. 

Professionals  in  the  financial  services  industry  may  enjoy  lifelong  career 
development  opportunities.  Advanced  positions  in  middle  management  require 
several  years  of  successful  financial  service  provider  experience.  Such  managers 
direct  and  train  other  financial  service  providers,  represent  the  organization  at 
meetings,  work  with  advisory  committees,  monitor  legislative  and  regulatory 
issues,  address  legislative  hearings,  and  reasonably  advocate  the  interests  of  per- 
sonal financial  planning  and  counseling  clients. 

According  to  many  job-satisfaction  studies,  financial  service  providers  are 
challenged  and  satisfied  by  their  work.  Salaries  for  entry-level  employment  posi- 
tions vary.  Entry-level  positions  for  those  employed  in  nonprofit  credit/budget 
counseling  positions  usually  pay  less  than  $20,000  annually;  comparable  posi- 
tions in  government  or  business  may  begin  around  $25,000  but  can  quickly  rise 
to  $50,000  or  more.  In  general,  financial  service  providers  believe  that  they  are 
making  a  significant  contribution  to  their  clients'  economic  well-being. 


How  to  Use  a  Financial  Calculator 


ost  personal  finance  decisions  involve  calculations  of  the  time  value  of 
money.  Three  methods  are  used  to  compute  this  value:  time  value  of 
I  money  tables  (such  as  those  found  in  Appendix  A),  computer  software 
programs,  and  financial  calculators. 

Compared  with  time  value  of  money  tables  and  computer  software  pro- 
grams, financial  calculators  offer  some  relative  advantages.  Using  calculators 
provides  more  accurate  answers  than  time  value  tables.  In  addition,  a  person 
using  a  calculator  can  find  the  answers  more  rapidly  and  with  more  flexibility 
than  someone  using  tables  for  calculating  the  time  value  of  money.  While  com- 
puter software  programs  may  handle  more  sophisticated  calculations,  the  calcu- 
lators are  easier  to  access,  carry  around,  and  learn  how  to  use,  and  they  are 
considerably  less  expensive.  Using  financial  calculators  may  be  the  most  practi- 
cal way  to  compute  the  time  value  of  money  for  personal  finance  decisions  and 
obtain  satisfactory  results. 

Financial  calculators — also  called  business  calculators — can  not  only  calcu- 
late the  time  value  of  money,  but  also  perform  statistical,  business,  and  basic 
arithmetic  calculations.  In  this  appendix,  we  focus  on  the  calculation  of  the  time 
value  of  money  for  personal  finance  decisions. 

A  variety  of  brands  of  financial  calculators  are  available.  The  most  commonly 
used  and  least  expensive  ones  (less  than  $35)  are  Sharp's  EL-733A,  Hewlett- 
Packard's  HP-10B,  and  Texas  Instruments'  BA-II  PLUS.  This  appendix  will  illus- 
trate how  to  perform  financial  calculations  with  these  three  brands  of  calculators. 

This  appendix  is  divided  into  four  sections.  The  first  section  discusses  the 
preparations  necessary  before  financial  calculations  can  be  made.  Because  all 
financial  calculations  will  fall  into  one  of  two  categories  [the  time  value  of  a  sin- 
gle amount  (lump  sum)  or  a  series  of  equal  amounts  (annuity)],  the  second  and 
third  sections,  respectively,  illustrate  how  to  perform  these  calculations.  The  last 
section  demonstrates  how  to  deal  with  more  complicated  calculations  that 
require  multistep  procedures.  For  more  comprehensive  information  on  other 
functions  of  financial  calculators,  refer  to  the  user's  manuals  provided  by  the 
financial  calculator  manufacturers. 


Preparations  for  Personal  Finance  Calculations 

The  preparations  required  before  performing  personal   finance  calculations 
include  clearing  the  register  and  setting  the  decimal  places,  compounding 
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methods,  and  financial  calculation  mode.  Other  related  issues  include  changing 
signs  and  clearing  error  messages. 


Clearing  the  Register 

Make  sure  to  clear  all  memory  registers  before  making  a  calculation.  Otherwise, 
the  results  could  be  wrong.  To  clear  the  memory  registers,  use  the  following  key 
strokes: 


Purpose 

Clear  memory 
registers 


EL-773A 


HP-10B 


BA-II  PLUS 


0    X->M 


Clear  TVM  registers         |  2ndF  |  [~CA~| 


Clear  All 


Clear  All 


i    2nd 

]  MEM  ] 

ENTER ] 

2nd         QUIT 

I    2nd    | 

|  CLR  Work  | 

I    2nd 

|  QUIT  | 

I    2nd    | 

|  CLR  TVM 

Note:The  I  key  for  HP-10B  refers  to  the  square  orange  key  on  the  calculator. 


Setting  Decimal  Places 

A  fixed  or  floating  decimal  place  may  be  set  before  performing  a  calculation.  The 
following  two  examples  demonstrate  how  to  accomplish  this  action. 


Purpose 

Set  4  decimal 
places 

Set  a  floating 
decimal  point 


EL-773A 


HP-10B 


BA-II  PLUS 


2ndF       TAB     4 


DISP    4 


2nd      FORMAT  4    ENTER 


2ndF       TAB 


DISP 


2nd       QUIT 


2nd      FORMAT   9    ENTER 


2nd       QUIT 


Setting  Compounding  Methods 

HP-10B  and  BA-II  PLUS  require  you  to  preset  the  compounding  methods  before 
personal  finance  calculations,  unlike  EL-773A.  The  following  examples  illustrate 
how  to  preset  compounding  methods  annually  or  monthly  (daily  and  other 
compounding  periods  are  also  possible).  Failure  to  preset  the  correct  com- 
pounding method  will  result  in  erroneous  answers. 


Purpose 

Compounding 
annually 

Compounding 
monthly 


EL-773A 

not  required 

not  required 


HP-10B 


1  ■  I  P/YR 


1  2  ■    P/YR 


BA-II  PLUS 


2nd        P/Y     1     ENTER 


2nd       QUIT 


2nd  |  |  P/Y  |  12  1  ENTER  ] 


2nd       QUIT 
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Setting  Financial  Calculation  Mode 

HP-lOB  and  BA-II  PLUS  can  access  financial  calculations  any  time.  To  access 
financial  calculations  for  EL-773A,  use  the  key  sequence:  |  2ndF  |  |mode]. 


Changing  Signs 

Conventionally,  all  cash  outflows  or  payments  carry  a  negative  sign,  and  all  cash 
inflows  or  receipts  carry  a  positive  sign.  To  input  a  negative  number,  hit  the  |+/-| 
key  after  entering  the  number.  Entering  a  number  with  a  wrong  sign  will  result 
in  an  incorrect  answer  or  error  message. 


Clearing  Error  Messages 

The  following  messages  indicate  that  an  error  has  occurred  and  explain  how  to 
clear  the  error  messages: 


EL-773A 

HP-10B 

BA-II  PLUS 

Error  message 

E 

no  Solution 

Error  5 

on  screen 

Clear  error 

|CCE| 

I  c  | 

ICE/Cl 

message 

The  Time  Value  of  a  Single  Amouni 


Calculating  the  time  value  of  a  single  amount  always  involves  four  factors:  pre- 
sent value,  future  value,  interest  rate,  and  time  periods.  The  personal  finance 
question  usually  asks  for  one  factor,  given  the  other  three  factors.  On  HP-lOB 
and  BA-II  PLUS,  make  sure  to  use  the  correct  compounding  method  (annually, 
monthly,  or  other).  For  EL-773A,  remember  to  convert  the  annual  interest  rate 
into  a  monthly  (or  other)  rate  when  monthly  (or  other)  compounding  frequen- 
cies methods  are  used. 

Example  1:   Future  Value  of  an  Investment 

If  you  invest  $500  at  an  annual  interest  rate  of  15  percent,  how  much  will  you 
have  at  the  end  of  a  12-year  period? 


Input/Result 

EL-773A 

HP-lOB 

BA-II  PLUS 

Present  value 

Time  period:  year 
Interest  rate 
Result:  future  value 

500  [+/j]  [~PV~1 
120 

15  CO 

COMP  [Fv]2675.13 

500  [+AJ]  [py] 

12  [S] 
1 5  |  l/YR  | 

[7^2675.13 

500  [+/j]  [pv] 
12  OH 

15p/Yl 

[CPT]  [~FV~l2675.13 

Thus,  at  the  end  of  a  12-year  period,  you  will  receive  $2675.13. 
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Example  1  can  be  rephrased  in  three  other  ways:  (1)  If  you  invest  $500  at  an 
annual  interest  rate  of  15  percent,  in  how  many  years  will  you  receive  $2675.13?; 
(2)  If  you  invest  $500,  what  should  be  the  interest  rate  if  you  receive  $2675.13 
at  the  end  of  a  12-year  period?;  and  (3)  If  you  want  to  receive  $2675.13  given  an 
annual  interest  rate  of  15  percent  at  the  end  of  a  12-year  period,  how  much 
should  you  invest  now? 

Based  on  Example  1,  can  you  figure  out  answers  for  the  three  questions  with 
the  calculator?  Finding  the  answers  may  give  you  a  better  understanding  of  how 
to  use  a  financial  calculator. 

Following  are  more  examples  dealing  with  the  time  value  of  a  single  amount. 

Example  2:  Present  Value  of  an  Investment  Goal 

If  you  want  $30,000  for  a  newborn  child's  college  education  18  years  from  now, 
and  if  a  current  investment  opportunity  yields  7  percent,  how  much  should  you 
invest  now? 

HP-10B  BA-II  PLUS 

30000  [rTJ     30000  [fv] 

18  |~N~|  18{"n~1 

7  1  l/YR  1  7  |W| 

Result:  present  value     |CQMP|  [pv]-8875.92    [py] -8875.92  |  CPT  |  [pv]-8875.92 

To  achieve  the  investment  goal,  the  initial  amount  to  be  invested  should  be 
$8876. 


Example  3:   Retirement  Needs 

If  you  need  $250,000  for  retirement  purposes,  and  you  would  like  to  invest 
$36,000  now  and  let  it  grow  for  25  years,  what  is  the  required  annual  interest 
rate? 

Input/Result  EL-773A  HP-10B  BA-II  PLUS 

Present  value  36000  [+7£]  [py]  36000   [+/£]  [pv]  36000  [+a]  [pv] 

Future  value  250000  [fv~|  250000  [~Fv]  250000  [fv] 

Time  period:  year  25  [jT]  25  (jT|  25  [~N~| 


Input/Result 

EL-773A 

Future  value 

30000  [?v] 

Time  period:  year 

180 

Interest  rate 

?m 

Result:  interest  rate       |C0MP]  [T~]  806  I  l/YR  |  8.06 


[err]  \W\  8.06 


To  meet  the  retirement  needs,  the  interest  rate  should  be  at  least  8.06%. 


Example  4:   Impact  of  Inflation  on  the  Value  of  an  Asset 

If  a  car  is  now  priced  at  $20,000,  how  many  years  will  it  take  for  its  price  to  reach 
$24,000  at  a  5  percent  annual  inflation  rate? 
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Input/Result  EL-773A 

Present  value  20000  [pv] 

Future  value  24000  [+/j]  [fv] 

Interest  rate  5  |  i  | 

Result:  time  period  |CQMp|  [~n~|  3.74 


HP-10B  BA  II  PLUS 

20000  [pv]  20000  [pv] 

24000   [+3  [fv]  24000  [+/j]  [fv] 

5  |  l/VR  |  5  [J/y] 

|~N~|  3.74  [CPT]  [n]  3.74 


The  car  price  will  reach  $24,000  in  3.74  years. 


The  Time  Value  of  an  Annuity  (a  Series  of  Equal  Amounts) 

Two  general  types  of  personal  finance  questions  involve  annuities.  The  first  type 
of  question  focuses  on  an  outflow  of  money  in  equal  payments,  such  as  an  auto 
loan,  home  mortgage  payment,  or  contributions  to  a  retirement  plan.  The  sec- 
ond type  of  question  concerns  an  inflow  of  money  in  equal  amounts,  such  as 
receiving  monthly  benefit  checks  from  a  retirement  plan  or  government  agency. 

Calculating  the  time  value  of  an  annuity  involves  four  factors:  a  series  of 
equal  payments  (annuity),  present  value  or  future  value  of  total  amount,  inter- 
est rate,  and  time  periods.  Many  personal  finance  questions  will  ask  for  one  fac- 
tor given  the  other  three  factors.  Thus,  if  you  can  identify  the  factors  presented 
in  a  problem,  understand  the  given  factors,  and  know  what  factor  you  are  cal- 
culating, you  will  comprehend  the  problem  and  solve  it  accurately. 

But  beware!  Before  calculating  personal  finance  problems,  be  sure  to  clear  the 
memory  registers  and  to  use  the  correct  compounding  methods. 


Example  5:   Future  Value  of  Retirement  Savings 

If  you  are  49  years  old  and  put  $7000  per  year  from  current  income  in  a  savings 
program  yielding  8  percent,  how  much  will  you  accumulate  when  you  retire  16 
years  later?  In  this  problem,  you  are  given  the  annuity  (a  series  of  equal  pay- 
ments), interest  rate,  and  time  periods.  You  are  asked  to  calculate  the  future 
value  of  the  total  retirement  contributions  and  interest  income. 


Input/Result 

Each  payment 

Time  period:  year 

Interest  rate 

Result:  FV  of  total 
amount 


HP-10B  BA-II  PLUS 

7000  [+/j]  |PMT|  7000  [+7j]  |pmt| 

16|~N~1  16  [Til 

8  I  l/YR I  8  ri/Y| 


EL-773A 

7000  [+/j]  |pmt[ 

16  h 

[COMP|  [~Fvl21 2269.98      1771212269.98  [cpt]  [fv] 2 12269.98 


You  will  accumulate  about  $212,270  after  16  years. 
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Example  6:  Present  Value  of  Loan  Payments 

If  you  acquire  a  car  loan  of  $20,000  at  an  interest  rate  of  8  percent  for  four  years, 
what  is  the  amount  of  your  monthly  payment? 


Input/Result  EL-773A  HP-10B  BA-II  PLUS 

PV  of  loan  amount        20000  [py]  20000  [py]  20000  [py] 

Time  period:  month      48  \j[]  48  [7T]  48  [~N~| 

Interest  rate  8  [T]  1 2  [j[]  [T]  8  |  l/YR  |  8  [i/y] 

Result:  each  payment    |comp|  [pm?1-488.26    [pmt| -488.26  |cpt|  |pmt|-488.26 

The  monthly  payment  would  be  $488.26. 


Example  7:  The  Annual  Percentage  Rate  of  a  Loan 

If  you  have  a  car  loan  of  $20,000  with  a  monthly  payment  of  $400  for  five  years, 
what  is  the  annual  percentage  rate  (APR)? 


Input/Result  EL-773A  HP-10B  BA-II  PLUS 

PV  of  loan  amount  20000  [py]  20000  [py]  20000  [py] 

Time  period:  month  60  QT]  60  [7T]  60  [jsT] 

Each  payment  400  [+7j]  |pmt|  400  [+/]]  |pmt|  400  [+/j]  |pmt| 

Result:  interest  rate  |CQMP|  |~i~]  .618  |  l/YR  |  7.42  |  CPTJ  [i/Y~|  7.42 

The  APR  would  be  7.42  percent.  The  EL-773A  shows  the  monthly  rate  of  0.618 
percent,  which  must  be  multiplied  by  12  (months)  to  obtain  the  annual  rate  of 
7.42  percent. 


Example  8:   Monthly  Payment  of  a  Fixed-Rate  Mortgage  Loan 

If  you  take  out  a  mortgage  loan  of  $120,000  at  a  fixed  rate  of  8  percent  for  30 
years,  what  is  the  monthly  payment? 

Input/Result  EL-773A  HP-10B  BA-II  PLUS 

PV  of  loan  amount  120000  [py]  1 20000  [py]  120000  [py] 

Time  period:  month  360  [jT\  360  \jT\  360  [IT] 

Interest  rate  8  |T|l2  [=]  [7]  8  |i/yr|  8  [1/y] 

Result:  each  payment  |CQMP|  |pmt[  -880.52  |pmt|  -880.52  |  CPT  |  |pmt|  -880.52 

The  monthly  payment  would  be  $880.52. 

You  may  want  to  obtain  more  information  about  the  mortgage  loan  payment 
before  clearing  the  data  from  your  financial  calculator.  For  example,  to  find  out 
the  loan  amortization  amount  at  the  fiftieth  payment,  hit  the  following  keys: 
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Input/Result      EL-773A 
50th  payment  50 


Results: 


(Principal) 

j  AMRT  |  -1 1 1-50 

(Interest) 

I  AMRT  I  -769.01 


HP-10B 


50    INPUT 


(Interest) 
j]  -769.01 

(Principal) 
[^1-111.50 

(Balance) 


(Balance) 

|  AMRT  1  1 1 5240.58  []  1 1 5240.58 


BAN  PLUS 


2nd      Amort    50    ENTER 


[T]  so  [enter] 

(Balance) 
[T]  11 5240.58 

(Principal) 
[T] -11 1.50 

(Interest) 
[T]  -769.01 


The  principal  and  interest  would  be  $11 1.50  and  $769.01,  respectively,  and  the 
unpaid  balance  would  be  $1 15,240.58  when  payment  50  is  made. 

To  review  the  fraction  of  your  first  50  payments  that  went  for  interest  and 
the  portion  used  for  the  repayment  of  principal,  you  may  use  the  following  key 
sequences: 


Input/Result 

EL-773A 

HP-10B 

BAM  PLUS 

1  |  P1/P2 1  50  |  P,/P2 1 

Payment 

1  |  INPUT |50B  |AMORT| 

|  2nd  |  |  Amort  |  1  |  ENTER  | 

1-50 

|  -I  |  50  |  ENTER  | 

Results: 

(Principal) 

(Interest) 

(Balance) 

|    ACC    |-4759.42 

[]  -39266.45 

LJJ 11 5240.58 

(Interest) 

(Principal) 

(Principal) 

|    ACC    |-39266.45 

[]  -4759.42 

|  1  |  -4759.42 

(Balance) 

(Balance) 

(Interest) 

Not  available 

J  115240.58 

|  i  |  -39266.45 

The  first  50  payments  for  principal  and  interest  would  be  $4759.42  and 
$39,266.45,  respectively,  and  the  unpaid  balance  would  be  $115,240.58. 

Example  9:  Yield  to  Maturity  for  Bonds 

Calculating  the  yield  to  maturity  (YTM)  for  bonds  is  similar  to  the  calculation  of 
annual  percentage  rates  ( APRs)  for  annuities.  If  you  paid  $740  for  a  20-year  bond 
with  a  face  value  of  $1000  and  a  promised  interest  payment  of  7  percent  ($70 
annually),  the  YTM  can  be  calculated  as  follows: 


Input/Result 

EL-773A 

HP-10B 

BAM  PLUS 

PV  of  market  price 

740  f+7^1  [pv] 

740    [+/-1  [pv] 

740  f+^j  [pv] 

Time  period: 
years  to  maturity 

20  H 

20  [n] 

20  [~n~] 

Interest  payment 

70  |PMT 

70   PMTl 

70  |pmt| 

FV  of  face  value 

loop  [fv] 

1000  [fv] 

|l/YR|  10.07 

iooo  [fv] 

Result:  yield  to  maturity 

|C0MP   |    i    1 10.07 

[CPjJ  |_l/Yj  10.07 

The  yield  to  maturity  would  be  10.07  percent. 
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More  Complicated  Calculations 


The  following  examples  demonstrate  how  to  use  multiple-step  procedures  to 
solve  more  complicated  problems. 

Example  10:   Home  Equity  Loan  with  Variable  Interest  Rates 

Assume  you  take  a  home  equity  loan  of  $12,000  for  four  years  with  a  variable 
interest  rate.  If  the  interest  rate  is  11  percent  for  the  first  two  years  and  12  per- 
cent for  the  last  two  years,  what  is  the  monthly  payment?  To  solve  this  problem: 
calculate  the  monthly  payment  in  the  first  two  years,  calculate  the  unpaid  bal- 
ance at  the  twenty-fourth  payment,  and  figure  the  monthly  payment  during  the 
last  two  years. 

1.    Monthly  payment  in  the  first  two  years. 

Input/Result  EL-773A  HP-10B  BA-II  PLUS 

PV  of  loan  amount        1 2000  [py]  12000  [py]  12000  [py] 

Time  period:  month      48  [IT]  48  [77]  48  [TTj 

Interest  rate  11012  0  [7]        11  |i/yr|  11  |77y] 

Result: each  payment    |CQMP|  [pmTJ-310.15    |pmt|-310.15  |cpt|  [pmt|-310.15 

The  monthly  payment  for  the  first  two  years  would  be  $310.15.  Do  not  clear  the 
data;  hit  the  following  keys: 


2.    The  unpaid  balance  at  payment  24. 


Input/Result      EL-773A 

24th  payment  24 


HP-10B 


BA-II  PLUS 


24    INPUT 


AMORT 


2nd      Amort    24    ENTER 


Results: 


(Principal) 

I  AMRT  I  -246.89 


(Interest) 


AMRT    -63.26 


(Balance) 


AMRT    6654.38 


(Interest) 
f=1  -63.26 

(Principal) 
0]  -246.89 

(Balance) 
f=1  6654.38 


[~T|  24  |  ENTER  1 

(Balance) 
|~T]  6654.38 

(Principal) 
\T\  -246.89 

(Interest) 
\T)  -63.26 


After  payment  24  (at  the  end  of  the  first  two  years),  the  unpaid  balance  would 
be  $6654.38.  Clear  the  memory  register,  then  perform  the  following  calculation: 

3.    Monthly  payment  in  the  last  two  years. 

Input/Result  EL-773A  HP-10B  BA-II  PLUS 

PV  of  loan  amount        6654.38  [py]  6654.38  [py]  6654.38  [0 

Time  period:  month      24  [jTj  24  [77]  24  [77] 

Interest  rate  12  012  0  0]        1 2  |  I/YR |  12[1/y| 

Result: each  payment    |comp|  [pmt]-313.24    |pmt[-313.24  |cpt|  [pmt|-313.24 

The  monthly  payment  for  the  last  two  years  would  be  $313.24. 
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Example  11:   Life  Insurance  Needs 

If  your  income-replacement  needs  are  $27,000  per  year  for  30  years,  your  other 
needs  total  $114,000,  and  your  surviving  spouse  can  receive  monthly  Social 
Security  benefits  of  $1800  for  15  years,  what  is  your  life  insurance  need,  assum- 
ing the  inflation  rate  is  4  percent?  To  solve  this  problem,  you  need  to  calculate 
four  items:  total  income-replacement  needs,  total  needs,  total  government  ben- 
efits, and  life  insurance  needs. 


1.    Total  income-replacement  needs. 


Input/Result 

Income  replacement 
payment 

Time  period:  year 

Inflation  rate 

Result:  PV  of  total 
replacement  needs 


EL-773A 


27000    PMT 


HP-10B 


27000    PMT 


30  [T1  30|~N~1 

4[~S~|  4  [ITyrI 

ICOMPl  [py]  -466885      [py]  -466885 


BA-II  PLUS 


27000    PMT 


30  nn 

4  11771 

(CPTJ  [fv]  -466885 


The  total  income-replacement  needs  would  be  $466,885. 

2.  Total  needs. 

The  total  needs  include  the  total  income-replacement  needs  ($466,885)  plus 
other  needs  ($114,000),  which  equals  $580,885. 

3.  Total  government  benefits. 

Input/Result  EL-773A  HP-10B  BA-II  PLUS 

Annual  benefit         1 8000 1 2  0  |pmt|       1 8000 1 2  0  [pmt|     1 8000 1 2  0  |PMT[ 
payment 

Time  period:  year     15  0]  15|ji]  15  [~N~| 

Inflation  rate  4  [0  4  |  i/YR  [  4  [j/y] 

Result:  PV  of 

total  benefits  [COMPI  [py]  -2401 57       [py]  -2401 57  [cpt]  |  PV  |  -2401 57 


The  total  government  benefits  would  be  $240,157. 

4.    Life  insurance  needed. 

The  life  insurance  needed  would  be  the  total  needs  ($580,885)  minus  total  gov- 
ernment benefits  ($240,157),  which  equals  $340,728. 


Glossary 


Acceleration  clause    A  clause  that  says  that  after 
one  loan  payment  is  late,  the  loan  is  in  default 
and  all  remaining  installments  are  due  and 
payable  at  once  or  on  the  demand  of  the 
lender. 

Account  exception  fees  Charges  and  penalties 
assessed  for  what  the  financial  institution  con- 
siders unusual  transactions. 

Actual  cash  value  The  purchase  price  of  property 
less  depreciation. 

Add-on  method  A  traditional  and  widely  used 
technique  for  computing  interest  on  install- 
ment loans  in  which  the  finance  charge  is 
added  to  the  principal  to  calculate  the  total 
amount  to  be  repaid. 

Adjustable-rate  mortgage  (ARM)  A  mortgage  in 
which  the  interest  rate  can  fluctuate  according 
to  an  index  of  interest  rates  prevalent  in  the 
economy  as  a  whole.  Also  called  a  variable-rate 
mortgage. 

Adjustments  to  income  A  select  group  of  legal 
subtractions  from  gross  income,  used  when 
determining  income  taxes. 

Advanced  portfolio  management  Investing  in 
real  estate  and  speculative  investments  to  round 
out  the  investment  portfolio. 

After-tax  salary-reduction  plan  A  fringe  benefit 
program  that  allows  employees  to  make  excess 
salary-reduction  contributions  to  a  retirement 
plan  up  to  a  ceiling  of  15  percent  of  annual 
income  that  accumulates  tax-free.  Also  called  a 
corporate  thrift  program. 

Aggregate  limits  Limits  that  place  an  overall 
maximum  on  the  total  amount  of  reimurse- 
ment  available  under  a  policy. 

Amortization  The  process  of  gradually  paying  off 
a  loan  through  a  series  of  periodic  payments  to 
a  lender. 

Annual  percentage  rate  (APR)  The  relative  cost 
of  credit  on  a  yearly  basis  expressed  as  a  per- 
centage rate. 

Approximate  compound  yield  (ACY)  A  formula 
that  provides  a  measure  of  the  annualized  com- 
pound growth  of  any  long-term  investment. 

Arbitration  A  method  of  having  a  dispute 
between  two  or  more  parties  resolved  by  the 


legally  binding  decision  of  an  impartial 
person  or  persons  knowledgeable  in  the  area 
of  controversy. 

Automatic  income  reinvestment  A  provision  of 
most  mutual  funds  that  allows  for  the  auto- 
matic reinvestment  of  ordinary  income  divi- 
dend distributions  and  capital  gains 
distributions  to  buy  more  shares  of  the  fund. 

Automobile  insurance  Insurance  that  combines 
liability  and  property  insurance  coverage 
needed  by  automobile  owners  and  drivers  into 
a  single-package  policy. 

Average-balance  account  A  bank  account  that 
assesses  a  service  fee  only  if  the  average  daily 
balance  of  funds  in  the  account  drops  below  a 
certain  level  during  the  time  period. 

Average  daily  balance  The  sum  of  the  outstand- 
ing balances  owed  each  day  during  the  billing 
period  divided  by  the  number  of  days  in  the 
period. 

Average  tax  rate  A  calculated  figure  showing  a 
person's  tax  liability  as  a  percentage  of  total 
income. 

Back-end  load  A  general  term  describing  various 
deferred  charges  paid  when  a  shareholder 
redeems  mutual  fund  shares.  Also  called  contin- 
gent deferred  sales  charge. 

Balance  sheet  A  statement  describing  an  individ- 
ual's or  family's  financial  condition  at  a  particu- 
lar time,  showing  assets,  liabilities,  and  net 
worth.  Also  called  net  worth  statement. 

Balloon  clause  A  clause  in  a  credit  contract  that 
permits  the  last  payment  of  a  loan  to  be  abnor- 
mally large  in  comparison  with  the  other 
installment  payments. 

Bankruptcy  A  constitutionally  guaranteed  right 
that  permits  people  (and  businesses)  to  ask  a 
court  to  find  them  unable  to  meet  their  debts; 
when  such  a  petition  is  granted,  that  party's 
assets  and  liabilities  are  then  administered  for 
the  benefit  of  the  creditors. 

Beneficiary  (insurance)  The  person  or  organiza- 
tion named  in  the  policy  that  will  receive  the 
life  insurance  or  other  benefit  payment  in  the 
event  of  the  insured's  death. 
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Beneficiary  (will)  A  person  receiving  property 
identified  in  a  will. 

Benefit  period  In  a  disability  income  insurance 
policy,  the  maximum  period  of  time  for  which 
benefits  will  be  paid. 

Best  buy  A  product  or  service  that,  in  one's  opin- 
ion, represents  acceptable  quality  at  a  fair  or  low 
price  for  that  level  of  quality. 

Bid  price  The  amount  a  brokerage  firm  is  willing 
to  pay  for  a  particular  security. 

Blue-chip  stock  Stock  of  a  company  that  has  a 
good  reputation,  that  is  dominant  in  its  indus- 
try, that  has  a  long  history  of  both  good  earn- 
ings and  consistent  cash  dividends,  that  grows 
at  about  the  same  rate  as  the  economy,  and 
whose  shares  are  widely  held  by  individual 
investors  and  institutions. 

Bond  funds  Mutual  funds  whose  primary  aim  is 
to  earn  current  income  without  undue  risk  and 
pay  ordinary  income  dividend  distributions. 

Bond-selling  price  formula  A  way  of  estimating 
the  selling  price  of  a  bond  after  interest  rates 
have  changed;  the  annual  interest  income  in 
dollars  divided  by  the  current  market  interest 
rate. 

Budget  A  document  or  set  of  documents  used  to 
record  both  projected  and  actual  income  and 
expenditures  over  a  period  of  time. 

Budget  controls  Methods  and  techniques 
intended  to  keep  income  and  expenditures 
within  the  planned  budget  totals. 

Budget  estimates  The  recorded  amounts  in  a  bud- 
get that  are  planned  and  expected  to  be  received 
or  spent  during  a  certain  period  of  time. 

Budgeting  A  process  of  projecting,  organizing, 
monitoring,  and  controlling  future  income  and 
expenditures. 

Business  cycle  A  wavelike  pattern  of  economic 
activity  that  includes  temporary  phases  that 
undulate  from  boom  to  bust:  expansion,  reces- 
sion (or  depression),  and  recovery.  Also  called 
economic  cycle. 

Callable  A  feature  of  most  bonds  and  preferred 
stocks  that  permits  the  issuer  to  buy  the  security 
back  from  the  investor  before  the  maturity  date 
if  the  issuer  so  requests.  The  issuer  sometimes 
repurchases  the  security  by  paying  a  slight  sur- 
charge if  the  price  reaches  a  certain  level. 

Call  option  An  option  contract  that  gives  the 
option  holder  the  right  to  buy  the  optioned 
asset  from  the  option  writer  at  the  striking  price. 

Capital  gain  Income  received  from  the  sale  of  a 
capital  asset  above  the  costs  incurred  to  pur- 
chase and  sell  the  asset. 


Capital  improvements  Costs  incurred  in  making 
changes  in  real  property  that  add  to  its  value. 

Cash  account  An  account  at  a  brokerage  firm  that 
requires  an  initial  deposit  (perhaps  as  little  as 
$50)  and  specifies  that  full  settlement  is  due  the 
brokerage  firm  within  three  business  days  after  a 
buy  or  sell  order  has  been  given. 

Cash  advance  A  cash  loan  from  a  bank  credit  card 
account. 

Cash-basis  budgeting  Financial  recordkeeping 
that  recognizes  earnings  and  expenditures  when 
money  is  actually  received  or  paid  out. 

Cash-flow  calendar  A  budgeting  device  on  which 
annual  estimated  income  and  expenses  are 
recorded  for  each  budgeting  time  period  in  an 
effort  to  identify  surplus  or  deficit  situations. 

Cash  management  The  task  of  maximizing  inter- 
est earnings  and  minimizing  fees  on  all  one's 
funds  kept  readily  available  for  living  expenses, 
recurring  household  expenses,  emergencies,  and 
saving  and  investment  opportunities. 

Cash  surrender  value  The  amount  received  when 
a  cash-value  life  insurance  policy  is  canceled  or 
surrendered;  it  represents  the  cash  value  minus 
any  back-end  load  surrender  charges. 

Cash-value  life  insurance  A  policy  that  not  only 
pays  benefits  at  death  but  also  has  a  savings  ele- 
ment while  the  insured  is  alive.  Also  called  per- 
manent insurance. 

Certificate  of  deposit  (CD)  An  interest-earning 
savings  instrument  offered  by  an  institution  that 
accepts  deposits  for  a  fixed  amount  of  time. 

Certified  check  A  personal  check  drawn  on  an 
account,  on  which  the  financial  institution 
imprints  the  word  certified,  signifying  that  the 
account  has  sufficient  funds  to  cover  its  pay- 
ment. 

Certified  financial  planner  (CFP)  A  person  who 
has  been  approved  by  the  International  Board  of 
Standards  and  Practices  for  Certified  Financial 
Planners  (IBCFP). 

Chapter  7  A  type  of  bankruptcy  in  which  the  peti- 
tioner is  discharged  from  remaining  debts  once 
the  bankruptcy  trustee  has  approved  the  peti- 
tion and  listed  the  debts  and  sold  assets  to  pay 
each  creditor  a  pro-rata  share  of  the  debt  owed. 
Also  called  straight  bankruptcy. 

Chargeback  Occurs  when  a  credit  card  transaction 
is  charged  back  against  the  business  where  the 
transaction  occurred. 

Churning  A  stockbroker's  unethical  encourage- 
ment of  an  investor  to  buy  and  sell  securities 
frequently  in  an  effort  to  earn  large  commis- 
sions for  the  broker. 
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Civil  court  A  state  court  in  which  numerous  civil 
matters  are  resolved  and  a  written  record  is 
made  of  the  testimony;  the  proceedings  are 
completed  with  the  assistance  of  attorneys,  wit- 
nesses, a  judge,  and  sometimes  a  jury. 

Claims  adjuster  A  person  designated  by  an  insur- 
ance company  to  assess  whether  a  loss  is  cov- 
ered and  to  determine  the  dollar  amount  the 
company  will  pay. 

Claims  ratio  The  percentage  of  premiums  col- 
lected by  an  insurance  company  that  is  subse- 
quently paid  out  to  reimburse  the  losses  of 
insureds. 

Closed-end  lease  A  lease  in  which  there  is  no 
charge  if  the  end  of  lease  market  value  ot  t he- 
asset  is  lower  than  its  originally  projected  value. 
Also  called  a  walkaway  lease. 

Closing  The  process  of  financially  and  legally 
transferring  a  home  to  a  new  buyer,  which  usu- 
ally takes  place  in  the  office  of  the  lender  or  an 
attorney. 

Codicil  A  legal  amendment  to  a  will  that  adds  or 
deletes  a  bequest  or  other  provision. 

Coinsurance  cap  A  stipulation  in  a  health  insur- 
ance plan  that  limits  the  annual  out-of-pockd 
payments  of  the  insured  when  meeting  the 
coinsurance  requirement. 

Coinsurance  clause  A  clause  in  an  insurance  pol- 
icy that  requires  the  insured  to  pay  a  proportion 
of  any  loss  suffered. 

Collision  insurance  Automobile  insurance  that  is 
designed  to  reimburse  the  insured  for  losses  to 
his  or  her  vehicle  resulting  from  a  collision  with 
another  car  or  object  or  from  a  rollover. 

Common  stock  The  most  basic  form  of  ownership 
of  a  corporation.  Common  stockholders  have  a 
residual  claim  to  dividends  after  any  claims 
made  by  bondholders  and  preferred  stockhold- 
ers. 

Common  stock  fund  A  mutual  fund  consisting 
only  of  common  stock.  Its  objective  is  to 
increase  net  asset  value  over  the  long  term 
through  price  appreciation  of  the  securities  in  its 
portfolio. 

Comparison  shopping  The  process  of  comparing 
products  or  services  to  determine  the  best  buy. 

Compound  interest  The  process  of  earning  inter- 
est on  reinvested  interest  as  well  as  on  the  origi- 
nal amount  invested. 

Comprehensive  health  insurance  A  health  insur- 
ance plan  that  combines  the  protection  pro- 
vided by  hospital  insurance,  surgical  insurance, 
medical  expense  insurance,  and  major  medical 
expense  insurance  into  a  single  policy. 


Conditional  sales  contract  A  credit  contract 
under  which  the  title  to  the  property  being 
financed  does  not  pass  to  the  buyer  until  the 
last  installment  payment  has  been  paid.  Also 
called  a  financing  lease. 

(  onditions  Provisions  in  insurance  policies  that 
impose  obligations  on  both  the  insured  and  the 
insurer. 

(  onsumer  C  redif  (  ounseling  organization  (non- 
profit)  Nonprofit  service  that  offers  free  or  low- 
cost  debt-counseling  services  for  those  with 
serious  debt  problems. 

(  onsumer  price  index  (CPI)  A  broad  measure  of 
prices,  or  the  cost  ol  living  for  consumers,  pub- 
lished monthly  by  the  U.S.  Bureau  of  labor  Sta- 
tistics. It  tracks,  records,  weights,  and  totals  the 
prices  of  a  market  basket  of  400  consumer 
goods. 

(  ontingent  deferred  sales  charge  See  Back-end 
load. 

(  ontractual  accumulation  plan   A  formalized, 
long-term  program  to  purchase  shares  in  a  load 
mutual  fund. 

(  ontrarianism    \n  Investment  approach  suggest- 
ing that  once  the  general  public  has  seized  on 
an  idea,  its  usefulness  is  over  and  the  wise 
investor  should  take  the  opposite  action. 

Conventional  mortgage  The  traditional  fixed- 
rate,  fixed-term,  fixed-payment  mortgage  loan. 

Cosigner  A  person  who  agrees  to  repay  a  loan  if 
the  borrower  should  fail  to  do  so. 

Countercyclical  stocks  Stocks  of  companies  with 
products  always  in  demand,  which  perform  well 
even  in  an  environment  characterized  by  weak 
economic  activity.  Also  called  defensive  stocks. 

Credit  bureau  An  agency  that  provides  lenders 
with  financial  information  on  potential  borrow- 
ers, compiling  data  primarily  from  various  mer- 
chants, utility  companies,  banks,  court  records, 
and  creditors. 

Credit  card  liability  A  liability  for  unauthorized 
use  of  a  credit  card  that  occurs  only  if  the  card- 
holder received  notification  of  potential  liability 
and  accepted  the  card  when  it  was  first  mailed, 
the  company  provided  a  self-addressed  form  to 
be  used  to  notify  it  if  the  card  disappeared,  and 
the  card  was  illegally  used  before  the  cardholder 
notified  the  company  of  its  loss. 

Credit  controlsheet  A  form  used  to  monitor  credit 
use,  amounts  owed,  and  parties  to  whom  debts 
are  owed. 

Credit  history  A  continuing  record  of  a  borrower's 
debt  commitments  and  how  well  they  have 
been  honored. 
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Credit  limit  The  maximum  outstanding  debt 
allowed  on  a  revolving  credit  account. 

Credit  union  (CU)   A  not-for-profit  cooperative 
venture  developed  to  pool  the  deposits  of  mem- 
bers so  as  to  invest  or  lend  to  member-owners. 
Members  usually  have  some  common  bond, 
such  as  the  same  employer,  church,  union,  or 
fraternal  association. 

Current  income  Money  received  from  an  invest- 
ment, usually  on  a  regular  basis,  in  the  form  of 
interest,  dividends,  rent,  or  other  such  payment. 

Current  yield  A  measure  of  the  current  annual 
income  of  a  bond  expressed  as  a  percentage 
when  divided  by  the  bond's  current  market 
price. 

Day  order  Instructions  to  a  stockbroker  that  are 
valid  only  for  the  remainder  of  the  trading  day 
during  which  they  were  given  to  the  broker. 

Debit  card  A  plastic  card  that  provides  access  to 
EFT  systems  via  ATMs  or  the  EFT  point-of-sale 
system.  Also  called  ATM  card  or  EFT  card. 

Debt  consolidation  The  borrower  exchanges  sev- 
eral smaller  debts  with  varying  due  dates  and 
interest  rates  for  a  single  large  loan  and  one 
monthly  payment. 

Debt  limit  The  maximum  people  feel  they  should 
owe  based  on  their  ability  to  meet  the  repay- 
ment obligations. 

Debt  service-to-income  ratio  A  comparison  of  the 
dollars  spent  on  gross  annual  debt  repayments 
(including  mortgages)  with  gross  annual 
income. 

Decreasing  term  insurance  Term  life  insurance 
whose  face  amount  declines  annually  while  pre- 
miums remain  constant. 

Deductibles  Requirements  in  an  insurance  policy 
that  an  insured  pay  an  initial  portion  of  any  loss 
before  receiving  insurance  benefits. 

Deed  A  written  document  used  to  convey  real 
estate  ownership. 

Default  The  failure  of  a  borrower  to  make  a  pay- 
ment of  principal  or  interest  when  due  or  to 
meet  another  key  term  of  a  legal  credit  agree- 
ment. 

Default  risk  The  likelihood  that  a  bondholder  will 
not  receive  the  promised  periodic  interest  pay- 
ments and  the  principal  amount  when  due  at 
maturity.  Also  called  credit  risk. 

Deficiency  balance  The  sum  of  money  that  is 
owed  after  the  collateral  (if  any)  on  a  defaulted 
loan  is  sold  and  the  proceeds  of  the  sale  (if  any) 
are  applied  to  the  balance  of  the  loan  and  the 
expenses  involved  in  the  repossession. 


Defined-benefit  plan  A  retirement  plan  that  bases 
the  level  of  retirement,  survivor's,  or  disability 
benefits  on  the  worker's  income  and  years  of 
employment. 

Defined-contribution  plan  A  retirement  plan  in 
which  the  employer,  the  employee,  or  both  set 
aside  money  at  a  predetermined  rate  regularly 
during  the  working  years  to  establish  a  fund  that 
pays  retirement  benefits  to  the  covered  worker. 

Depository  institution  A  financial  institution  rec- 
ognized and  regulated  by  the  federal  govern- 
ment to  offer  loans  and  banking  services  to 
businesses  and  individuals. 

Depreciation  The  decline  in  value  of  an  asset  over 
time  due  to  normal  wear  and  tear  and  obsoles- 
cence. 

Disability  income  insurance  Insurance  that  pro- 
vides the  income  if  the  insured  cannot  work  due 
to  prolonged  illness  or  injury. 

Discount  brokerage  firm  A  brokerage  firm  that 
features  especially  low  commission  charges 
because  it  provides  limited  services  to  customers. 

Discounted  cash-flow  method  A  technique  for 
estimating  the  value  or  asking  price  of  a  real 
estate  investment  that  emphasizes  after-tax  cash 
flow  and  the  return  on  the  invested  dollars  dis- 
counted over  time  to  reflect  a  discounted  yield. 

Discretionary  income  The  money  people  have 
left  over  when  they  have  paid  for  the  necessities 
of  living. 

Disposable  income  The  income  received  after 
taxes  and  all  other  employer  withholdings;  the 
money  available  for  spending,  saving,  and 
investing. 

Diversification  The  process  of  reducing  risk  by 
spreading  investment  assets  among  several 
investments. 

Dollar-cost  averaging  An  investment  approach 
that  requires  investing  the  same  fixed  dollar 
amount  in  the  same  stock  or  mutual  fund  at  reg- 
ular intervals  over  a  long  time  with  the  result 
that  more  shares  are  purchased  when  the  price  is 
down  and  fewer  shares  when  the  price  is  high. 

Dunning  letters  Notices  from  creditors  that  insis- 
tently demand  repayment  of  debts. 

Durable  power  of  attorney  A  legal  process  to 
appoint  a  specific  individual  to  control  another 
person's  affairs  should  that  person  become  men- 
tally incapacitated. 

Earned  income  credit  (EIC)  A  special  income  tax 
subsidy  that  the  government  pays  to  low- 
income  working  people  with  or  without  chil- 
dren. 
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Earnest  money  A  deposit  offered  by  a  home  buyer 
to  ensure  that  the  seller  will  not  sell  the  house 
to  someone  else  during  the  negotiations. 

Earnings  per  share  (EPS)  A  measure  of  the  prof- 
itability of  a  firm  on  a  per-share  basis;  it  is  a  dol- 
lar figure  determined  by  dividing  the 
corporation's  total  after-tax  annual  earnings 
(before  common  stock  cash  dividends)  by  the 
total  number  of  shares  of  common  stock  held  by 
investors. 

Electronic  funds  transfer  (EFT)  The  use  of  elec- 
tronic means  to  transfer  funds  directly  from  one 
account  to  another. 

Elimination  period   In  a  disability  income  insur- 
ance policy,  the  time  period  between  the  onset 
of  the  disability  and  the  date  that  disability 
benefits  begin.  Also  called  a  waiting  period. 

Employer-sponsored  retirement  plan  A  retire- 
ment plan  approved  by  the  IRS  as  a  vehicle  in 
which  to  deposit  tax-sheltered  contributions. 

Equities  An  investment  asset  that  provides  owner- 
ship (equity)  interest  in  the  asset. 

Equity  The  dollar  value  of  an  asset  in  excess  of  the 
amount  owed  on  it. 

Escrow  account  A  special  reserve  account  used  to 
pay  third  parties  and  often  used  in  conjunction 
with  real  estate  loans. 

Estate  planning  The  process  of  establishing,  man- 
aging, implementing,  and  revising  plans  to  pro- 
tect wealth  from  taxes  and  other  costs,  and 
ensuring  the  proper  distribution  of  assets  and 
income  after  death. 

Exemption  A  legally  permitted  deduction  of 
a  taxpayer's  income  for  each  person  supported 
by  that  income.  Also  called  a  personal 
exemption. 

Expenditure  An  amount  of  money  that  has  been 
spent. 

Expense  ratio  See  Management  fee. 

Expenses  Total  expenditures  made. 

Express  warranties  Written  and  oral  warranties 
that  accompany  many  products  and  are  offered 
by  manufacturers  on  a  voluntary  basis  to  induce 
customers  to  buy. 

Face  amount  In  life  insurance,  the  dollar  value 
stated  in  the  policy  that  will  be  paid  on  the 
death  of  the  insured  party. 

Fair  market  value  What  a  willing  buyer  would 
pay  a  willing  seller  for  a  good  (not  the  amount 
originally  paid). 

Federal  Deposit  Insurance  Corporation  (FDIC) 
An  agency  of  the  federal  government  that 
insures  bank  accounts. 


Federal  funds  rate  An  interbank  lending  rate 
that  banks  charge  other  banks  for  short-term 
loans. 

Federal  gift  and  estate  tax  A  tax  assessed  on 
property  owned  and/or  controlled  by  a  deceased 
before  its  transfer  to  heirs. 

Federal  Housing  Administration  (FHA)   A  subdi- 
vision of  the  U.S.  Department  of  Housing  and 
Urban  Development  that  insures  mortgage  loans 
that  meet  its  standards. 

Fee-only  financial  planner  One  who  earns  no 
commissions  and  works  only  on  a  fee-for-service 
basis. 

Finance  charge  The  total  dollar  amount  paid  to 
use  credit,  including  interest  costs,  service 
charges,  and  related  mandatory  insurance  pre- 
miums. 

Financial  goals    I  be  long-  and  short-term  objec- 
tives that  one's  financial  planning  and  manage- 
ment efforts  are  intended  to  attain. 

Financial  ratios  Objective  numerical  yardsticks 
designed  to  simplify  making  judgmental  assess- 
ments  ol  Bnancial  strength  over  time. 

Financial  risk  The  risk  that  an  investment  will  fail 
to  pay  a  return  to  the  investor. 

I  inancial  statements  Compilations  of  personal 
financial  data  designed  to  communicate  infor- 
mation on  money  matters. 

Financial  strategies   Preestablished  plans  of  action 
to  be  implemented  in  specific  situations. 

Financial  success  The  achievement  of  financial 
aspirations  that  are  desired,  planned,  or 
attempted. 

Fixed  expenses  Expenditures  that  are  usually  paid 
in  the  same  amount  during  each  time  period. 

Fixed  income  A  characteristic  of  lending  invest- 
ments in  which  the  borrower  agrees  to  pay  the 
investor  a  specific  rate  of  return  for  use  of  the 
principal. 

Fixed-time  deposits  Deposits  that  must  be  left  on 
deposit  for  a  specific  period  of  time. 

Flexible  spending  account  (FSA)   A  program  that 
allows  employee-paid  fringe  benefits  to  be  paid 
with  pretax  dollars  in  order  to  reduce  the 
employee's  taxable  income. 

Footnote  t  In  some  newspapers'  financial  tables, 
the  device  used  to  indicate  that  a  mutual  fund 
charges  both  12b-l  and  redemption  fees. 

Foreclosure  A  legal  proceeding  by  which  the 
lender  seizes  a  home  for  nonpayment  of  the 
mortgage. 

Formal  will  A  will  that  has  been  properly  drafted, 
signed,  and  witnessed. 
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Form  1040-X  Amended  U.S.  Individual  Tax 
Return,  which  can  be  used  to  amend  returns 
filed  in  error  for  the  previous  three  years. 

401  (k)  salary-reduction  plan  A  salary-reduction 
plan  in  which  employees  of  private  corporations 
may  contribute  up  to  a  maximum  amount  set 
by  law  ($10,000  in  1999)  per  year.  Employers 
may  also  contribute  a  full  or  partially  matching 
amount.  Employers  may  limit  the  proportion  of 
the  annual  salary  contributed  to  such  a  plan 
(usually  to  15  percent  of  salary).  Also  called  a 
401  (k)  plan. 

Front-end  load  A  sales  commission  paid  on  the 
amount  invested  in  a  load  fund  at  the  time  of 
initial  purchase. 

Full  warranty  As  defined  in  the  Magnuson-Moss 
Warranty  Act,  an  express  warranty  that  includes 
free  repair  or  replacement  of  covered  compo- 
nents. 

Fundamental  analysis  The  premise  that  each  par- 
ticular stock  has  an  intrinsic,  or  true,  value 
based  on  its  expected  future  earnings;  therefore, 
some  stocks  can  be  identified  that  will  outper- 
form others. 

Futures  contracts  Marketable  contracts  that 
require  the  delivery  of  a  specific  amount  of  a 
commodity  at  a  certain  future  date. 

Future  value  The  valuation  of  an  asset  projected 
to  the  end  of  a  particular  time  period  in  the 
future. 

Garnishment  A  court-sanctioned  procedure  by 
which  a  portion  of  the  debtor's  wages  are  set 
aside  to  pay  debts. 

Grace  period  (credit)  The  time  period  beyond  the 
due  date  during  which  any  new  credit  card  pur- 
chases will  avoid  finance  charges  should  the  pre- 
vious current  balance  be  paid  in  full. 

Grace  period  (insurance)  A  period  after  each 
insurance  premium  due  date,  usually  31  days, 
during  which  an  overdue  payment  may  be  paid 
without  a  lapse  of  the  policy. 

Gross  domestic  product  (GDP)  The  value  of  all 
goods  and  services  produced  by  workers  and 
capital  in  the  United  States,  regardless  of  owner- 
ship. 

Gross  income  All  income  received  in  the  form  of 
money,  goods,  services,  and  property  that  you 
must  report;  it  excludes  nontaxable  income. 

Guaranteed  insurability  option  An  option  that 
permits  a  cash-value  life  insurance  policyholder 
to  buy  additional  stated  amounts  of  life  insur- 
ance coverage  without  evidence  of  insurability. 


Guaranteed  investment  contract  (GIC)  An  annu- 
ity contract  purchased  through  an  insurance 
company  as  part  of  a  qualified  retirement  plan, 
which  promises  to  pay  a  certain  level  of  interest 
for  a  given  period  of  time. 

Guaranteed  renewable  policy  A  health  insurance 
policy  that  must  be  continued  in  force  as  long  as 
the  participant  pays  the  required  premium. 

Guaranteed  renewable  term  insurance  Term  life 
insurance  that  eliminates  the  need  to  prove 
insurability  when  the  policy  is  to  be  renewed. 

Health  care  plan  A  general  term  used  to  describe 
health  insurance  or  another  plan  that  pays  for 
or  provides  reimbursement  for  health  care 
expenditures. 

Health  insurance  Insurance  that  protects  against 
financial  losses  resulting  from  illness,  injury,  and 
disability. 

Health  maintenance  organization  (HMO)  A 
health  plan  that  provides  a  broad  range  of 
health  care  services  to  members  on  a  prepaid 
basis. 

Homeowner's  insurance  Insurance  that  combines 
liability  and  property  insurance  coverage  needed 
by  homeowners  and  renters  into  a  single- 
package  policy. 

Implied  warranty  A  legal  right  based  on  state  law 
that  provides  that  products  sold  are  warranted 
to  be  suitable  for  sale  and  will  work  effectively 
whether  there  is  an  express  warranty  or  not. 

Income  and  expense  statement  A  listing  and 
summary  of  a  person's  or  family's  income  and 
expense  transactions  that  have  taken  place  over 
a  specific  period.  Also  called  a  cash-flow  state- 
ment. 

Index  of  leading  economic  indicators  (LEI)  A 
composite  index  of  11  components  of  economic 
growth  that  is  reported  monthly  by  the  U.S. 
Commerce  Department. 

Individual  retirement  account  (IRA)  A  retire- 
ment investment  account  with  a  bank,  mutual 
fund,  insurance  company,  or  other  trustee  set 
up  by  workers  who  earn  salary,  wage,  or  net  self- 
employment  earnings.  Deposits  may  be  tax- 
deductible,  and  investment  earnings  on  IRA 
funds  are  not  taxable  until  withdrawn. 

Inflation  A  steady  rise  in  the  general  level  of  the 
prices  of  goods  and  services. 

Inflation  risk  The  risk  that  the  general  price 
level  will  rise  faster  than  the  yield  from  an 
investment. 

Inheritance  tax  A  state  tax  levied  on  inherited 
property  when  it  is  received  by  heirs. 
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Insolvent  Owing  more  than  you  own. 

Installment  credit   Requires  that  the  consumer 
must  repay  the  amount  owed  in  a  specific  num- 
ber of  equal  payments,  usually  monthly.  Also 
called  closed-end  credit. 

Insurable  interest  A  situation  that  exists  when  a 
person  or  organization  stands  to  suffer  a  finan- 
cial loss  resulting  directly  from  a  peril. 

Insurance  A  mechanism  for  transferring  and 
reducing  risk  through  which  a  large  number  of 
individuals  share  in  the  financial  losses  suffered 
by  members  of  the  group. 

Insurance  agents  People  who  sell  insurance. 

Insurance  claim  A  formal  request  to  an  insurance 
company  for  reimbursement  for  a  covered  loss. 

Insuring  agreements  Insurance  policy  provisions 
that  broadly  define  coverages  provided  under  a 
policy. 

Interest-adjusted  cost  index  (IACI)  A  measure  of 
the  cost  of  life  insurance  that  takes  into  account 
the  interest  that  would  have  been  earned  had 
the  premiums  been  invested  rather  than  used  to 
buy  insurance. 

Interest-rate  risk  The  uncertainty  of  the  market 
value  of  an  asset  in  the  future  that  results  from 
possible  interest-rate  changes. 

Interest-sensitive  life  insurance  Cash-value  life 
insurance  that  employs  rates  of  return  that  vary 
according  to  changing  interest  rates  and  invest- 
ment returns. 

Intestate  The  situation  of  dying  without  leaving  a 
valid  will. 

Introductory  rate  A  temporarily  low  rate  used  to 
entice  a  borrower  to  sign  up  for  a  new  credit 
card.  Also  called  a  teaser  rate. 

Investment  company  A  corporation,  trust,  or 
partnership  in  which  investors  with  similar 
financial  goals  pool  their  funds  to  utilize  profes- 
sional management  and  diversify  their  invest- 
ments. 

Investment  philosophy  A  personal  investment 
strategy  that  anticipates  specific  returns  and 
risks  and  contains  tactics  for  accomplishing 
one's  investment  goals. 

Invoice  price  The  price  of  a  car,  which  reflects  the 
price  the  dealer  paid  for  the  vehicle.  Also  called 
seller's  cost. 

Joint  tenancy  with  right  of  survivorship  A  joint 
account  in  which  each  person  owns  the  whole 
of  an  asset  and  can  dispose  of  it  without  the 
approval  of  the  other(s).  When  an  owner  dies, 
his  or  her  share  is  divided  equally  among  the 
other  owners.  Also  called  joint  tenancy. 


Junk  bonds  High-risk,  high-interest-rate  bonds 
rated  low  by  a  bond-rating  company. 

Keogh  plan  A  pension  plan  that  allows  self- 
employed  persons  to  make  tax-deductible  pay- 
ments for  themselves  and  their  eligible 
employees  to  a  fund  held  by  a  trustee  who,  in 
certain  circumstances,  could  be  the  self- 
employed  person. 

Kiddie  tax  rate  A  provision  of  the  Internal  Rev- 
enue Code  whereby  children  under  age  14  pay 
their  parents'  marginal  tax  rate  on  unearned 
income  in  amounts  that  exceed  $1400. 

Last-to-die  insurance  policy  Life  insurance  cover- 
age purchased  to  pay  estate  taxes.  Also  called  a 
survivorship  insurance  polk  v. 

Lease  A  legal  contract  specifying  the  responsibili- 
ties of  both  the  tenant  and  the  landlord. 

Letter  of  last  instructions  A  signed  letter  (often 
handwritten)  that  provides  a  detailed  inventory 
of  assets  and  liabilities,  describes  personal  prefer- 
ences about  transfers  of  many  odd  pieces  of  per- 
sonal property,  and  contains  funeral  and  burial 
instructions.  Also  called  a  letter  precatory. 

Leverage  The  use  of  borrowed  funds  to  make  an 
investment  with  the  goal  of  earning  a  rate  of 
return  in  excess  of  the  after-tax  costs  of  borrow- 
ing. 

Liabilities  The  dollar  value  of  items  owed;  debts 
owed. 

Liability  insurance  Insurance  that  provides  pro- 
tection against  financial  losses  suffered  by  others 
for  which  the  insured  party  is  responsible. 

Lien  A  legal  right  to  take  and  hold  property  or  to 
sell  it  for  payment  of  a  claim. 

Life  insurance  Insurance  that  protects  against 
financial  losses  resulting  from  death. 

Limited  partnership  A  form  of  real  estate  syndi- 
cate involving  two  classes  of  partners,  the  gen- 
eral partner  (usually  the  organizer  and  initial 
investor),  who  operates  the  syndicate  and  has 
unlimited  financial  liability,  and  the  limited 
partners  (the  outside  investors),  who  receive 
part  of  the  profits  and  the  tax-shelter  benefits 
but  remain  inactive  in  the  management  of  the 
business  and  have  no  personal  liability  for  the 
operations  of  the  partnership  beyond  their  ini- 
tial investment. 

Limited  warranty  A  warranty  that  offers  less  than 
a  full  warranty  as  defined  in  the  Magnuson- 
Moss  Warranty  Act. 

Limit  order  An  instruction  to  a  stockbroker  to  buy 
at  the  best  possible  price  but  not  above  a  speci- 
fied limit  or  to  sell  at  the  best  possible  price  but 
not  below  a  specified  limit. 
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Liquidity  The  speed  and  ease  with  which  an  asset 
can  be  converted  to  cash. 

Listing  agreement  A  contract  permitting  a  real 
estate  broker  to  list  a  property  exclusively  or 
with  a  multiple-listing  service. 

Living  will  A  written  statement  that  can  be  used 
to  direct  that  "extraordinary  life  support," 
"heroic  measures,"  and  "life  prolonging  proce- 
dures" be  withheld  or  discontinued  should  one 
become  "terminally  ill"  with  "no  reasonable 
expectation  of  recovery"  and  mentally  unable  to 
make  this  decision  for  oneself. 

Loan-to-value  ratio  A  ratio  that  measures  the 
amount  of  leverage  in  a  real  estate  investment 
project,  calculated  by  dividing  the  amount  of 
debt  by  the  value  of  the  total  original  invest- 
ment. 

Long-term  goals  Targets  or  ends  that  an  individ- 
ual or  family  desires  to  achieve  using  financial 
resources  one  or  more  years  in  the  future. 

Lowballing  An  attempt  by  a  seller  to  raise  an 
orally  agreed-upon  price. 

Major  medical  expense  insurance  A  health  insur- 
ance plan  that  provides  reimbursement  for  a 
broad  range  of  medical  expenses  (including  hos- 
pital, surgical,  and  medical  expenses)  with  pol- 
icy limits  as  high  as  $1  million  and  annual 
deductibles  as  high  as  $1000. 

Managed  care  plan  A  health  plan  that  pays  or 
reimburses  for  health  care  expenditures  but  also 
has  significant  control  over  the  conditions 
under  which  health  care  can  be  obtained. 

Management  fee  The  assessment  for  the  invest- 
ment expertise  and  managerial  abilities  of  the 
professional  managers  who  operate  mutual 
funds.  Also  called  expense  ratio. 

Marginal  cost  The  additional  (marginal)  cost  of 
one  more  incremental  unit  of  some  item. 

Marginal  tax  rate  The  tax  rate  at  which  the  last 
dollar  earned  is  taxed. 

Margin  call  A  requirement  imposed  by  the  broker 
that  the  margin  investor  contribute  more  funds 
if  the  value  of  a  security  declines  to  the  point 
where  the  investor's  equity  is  less  than  a 
required  percentage  of  the  current  market  value; 
if  this  is  not  done,  the  broker  can  legally  sell  the 
security. 

Marketability  risk  The  uncertainty  of  loss  one 
might  have  to  absorb  if  forced  to  sell  an  invest- 
ment earlier  than  planned. 

Market  making  When  a  broker/dealer  attempts  to 
provide  a  continuous  market  by  maintaining  an 
inventory  of  specific  securities  to  sell  to  other 


brokerage  firms  and  stands  ready  to  buy  reason- 
able quantities  of  the  same  securities  at  market 
prices. 

Market-volatility  risk  The  risk  that  arises  from 
changes  in  the  value  of  an  investment. 

Maximum  taxable  yearly  earnings  The  maxi- 
mum amount  of  wage  income  to  which  the  full 
Social  Security  tax  rate  is  applied. 

Medicaid  A  jointly  financed  program  of  the  fed- 
eral government  and  the  states  that  pays  some 
medical  expenses  of  the  poor. 

Medical  expense  insurance  A  health  insurance 
plan  that  provides  reimbursement  for  physician 
and  medical  services  other  than  those  directly 
connected  with  surgery. 

Medicare  A  program  administered  by  the  Social 
Security  Administration  that  provides  payment 
for  hospital  and  medical  expenses  of  persons 
aged  65  and  over  and  some  others. 

Moderate  investment  philosophy  An  investment 
philosophy  by  which  one  seeks  capital  gains 
through  slow  and  steady  growth  in  the  value 
of  investments  and  some  current  income, 
and  invites  only  a  fair  amount  of  risk  of 
capital  loss. 

Money  market  mutual  fund  (MMMF)  A  mutual 
fund  that  specializes  in  earning  a  relatively  safe 
and  high  return  by  debt  securities  that  have  very 
short-term  maturities  (always  less  than  one 
year).  Also  called  a  money  market  fund. 

Monitoring  unexpended  balances  A  method  for 
controlling  overspending  by  keeping  track  of  the 
total  of  each  budget  classification. 

Mortgage  loan  A  loan  to  purchase  real  estate,  in 
which  the  real  estate  itself  serves  as  collateral. 

Mutual  fund  An  open-end  investment  company 
that  combines  the  funds  of  investors  who  have 
purchased  shares  of  ownership  in  the  invest- 
ment company  and  then  invests  that  money  in 
a  diversified  portfolio  of  securities  issued  by 
other  corporations  or  governments. 

Mutual  fund  dividends  Income  paid  to  investors 
in  mutual  funds  out  of  profits  earned  by  the 
funds. 

Mutual  fund  family  A  variety  of  mutual  funds 
managed  by  one  company. 

Needs  approach  A  means  of  estimating  life  insur- 
ance needs  by  considering  all  of  the  factors  that 
might  affect  the  level  of  need. 

Negotiable  order  of  withdrawal  (NOW)  account 
A  checking  account  that  earns  interest  or  divi- 
dends as  long  as  minimum-balance  require- 
ments are  satisfied. 
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Negotiating  The  step  in  the  buying  process  when 
the  buyer  discusses  the  actual  terms  of  an  agree- 
ment with  the  seller.  Also  called  haggling. 

Net  asset  value  (NAV)  The  current  market  value  of 
one  share  in  a  mutual  fund. 

Net  gain  (loss)  Total  income  minus  total  expenses 
where  income  exceeds  (falls  short  of)  expenses. 

Net  surplus  The  amount  of  money  remaining 
after  all  budget  classification  deficits  are  sub- 
tracted from  those  with  surpluses. 

New  vehicle  buying  service  A  service  that  pro- 
vides people  with  aid  ranging  from  retail  and 
wholesale  price  lists  to  third-party  negotiation  of 
a  purchase  price  from  one  or  more  automobile 
dealers. 

No-load  fund  A  mutual  fund  that  does  not  assess 
a  sales  charge  at  the  time  of  investment  pur- 
chase. 

Nonforfeiture  values  Clauses  in  a  life  insurance 
contract  that  protect  the  cash  value,  if  any,  in 
the  event  that  the  policyholder  chooses  not  to 
pay  or  fails  to  pay  the  required  premiums. 

Nonprobate  property  Assets  not  controlled  by  a 
will  but  transferred  to  survivors  by  contract  or 
law. 

Odd  lots   Blocks  of  stock  other  than  whole  number 
multiples  of  100  shares. 

Open-ended  credit  Credit  extended  in  advance  of 
any  transaction,  so  that  the  borrower  does  not 
need  to  reapply  each  time  credit  is  desired. 
Amounts  owed  are  repaid  in  one  payment  or  in 
a  series  of  equal  or  unequal  payments,  usually 
monthly. 

Open-end  investment  company  A  mutual  fund 
that  is  always  ready  to  sell  new  shares  of  owner- 
ship and  to  buy  back  previously  sold  shares  at 
the  fund's  current  market  value. 

Opportunity  cost  The  most  valuable  alternative 
that  must  be  sacrificed  to  satisfy  a  want.  Also 
called  alternative  cost. 

Option  A  contract  that  gives  the  holder  the  right 
to  buy  or  sell  a  specific  asset — e.g.,  real  estate  or 
common  stock — at  a  specified  price  within  a 
specified  time  period. 

Option  writer  A  person  who  issues  an  option  con- 
tract promising  either  to  buy  or  to  sell  a  specified 
asset  for  a  fixed  striking  price  and  receives  an 
option  premium  for  standing  ready  to  buy  or  sell. 

Organized  stock  exchange  A  market  where  agents 
of  buyers  and  sellers  meet  and  trade  a  specified 
list  of  securities,  which  are  usually  the  stocks 
and  bonds  of  larger,  well-known  companies. 
Also  called  a  stock  market. 


Original  source  records  Formal  documents  that 
record  personal  financial  activities. 

Over-the-counter  (OTC)  market   Publicly  traded 
securities  that  are  not  sold  on  an  organized 
exchange  but  where  buyers  and  sellers  negotiate 
transaction  prices. 

Owner  The  person  who  retains  all  rights  and  privi- 
leges granted  by  an  insurance  policy,  including 
the  right  to  amend  the  policy  and  the  right  to 
designate  who  receives  the  proceeds.  Also  called 
the  policyholder. 

Partnership  theory  of  marriage  rights  The  pre- 
sumption in  law  that  the  intention  of  wedded 
couples  is  to  share  their  fortunes  equally  because 
marriage  constitutes  an  economic  alliance 

Passive  activities   Rental  operations  and  all  other 
businesses  in  which  a  taxpayer  does  not  materi- 
ally participate,  losses  on  passive  activities  gen- 
erally may  not  be  used  to  offset  ordinary 
Income. 

Peril   Any  event  that  causes  a  financial  loss. 

Periodic  rate    The  annual  percentage  rate  for  a 
charge  account  divided  by  the  number  of  billing 
periods  per  year  (usually  12). 

Personal  earnings  and  benefit  estimate  state- 
ment (PI  BIS)    I  he  Social  Sec  unt\  Administra- 
tion's record  of  lifetime  taxable  earnings  covered 
under  SSA's  regulations,  taxes  paid,  and  esti- 
mates of  retirement  benefits. 

Personal  finance  The  study  of  personal  and  fam- 
ily resources  considered  important  in  achieving 
financial  success. 

Personal  financial  planning  The  process  of  devel- 
oping and  implementing  long-range  plans  to 
achieve  financial  success. 

Personal  inflation  rate  The  rate  of  increase  in 
prices  of  items  purchased  by  a  person  or  house- 
hold. 

Personal  spending  style  An  individual's  way  of 
spending  or  dealing  with  money,  which  is  influ- 
enced by  the  person's  values,  attitudes,  emo- 
tions, and  other  factors  shaped  through  the 
experiences  of  life. 

PITI  Abbreviation  for  "principal,  interest,  (real 
estate)  taxes,  and  insurance,"  the  components  of 
many  monthly  mortgage  loan  payments. 

Plaintiff  A  person  who  has  filed  a  small  claims  or 
civil  court  case  and  is  suing  the  defendant. 

Point  A  fee  equal  to  1  percent  of  the  total  mort- 
gage loan,  which  must  be  paid  in  full  when  a 
home  is  bought. 

Policy  limits  The  maximum  dollar  amounts  that 
will  be  paid  under  an  insurance  policy. 
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Portability  A  retirement  plan  contract  clause  that 
permits  workers  to  maintain  and  transfer  accu- 
mulated pension  benefits  to  another  pension 
plan  if  they  change  jobs. 

Preexisting  condition  A  medical  condition  or 
symptoms  that  were  known  to  the  participant  or 
diagnosed  within  a  specified  time  period  before 
the  effective  date  of  a  health  plan. 

Preferred  provider  organization  (PPO)  A  group 
of  medical  care  providers  (doctors,  hospitals, 
and  so  on)  who  contract  with  a  health  insurance 
company  to  provide  services  at  a  discount  to 
policyholders  if  the  policyholders  choose  to  be 
served  by  PPO  members. 

Premium  quote  service  An  independent  life 
insurance  agent  or  group  of  agents  who  concen- 
trate on  low  rates. 

Prenuptial  agreement  A  contract  specifying  what 
(if  any)  share  of  each  person's  assets  the  other 
will  be  entitled  to  during  marriage  or  in  case  of 
divorce. 

Prepayment  penalty  A  special  charge  to  the  bor- 
rower for  paying  off  a  loan  earlier  than  the  final 
due  date. 

Present  value  The  current  value  of  an  asset  that 
will  be  received  in  the  future.  Also  called  dis- 
counting. 

Preshopping  research  The  process  of  gathering 
information  about  products  or  services  before 
actually  shopping  for  them. 

Price  appreciation  The  amount  above  ownership 
costs  for  which  an  investment  is  sold  for;  it  is 
similar  to  capital  gains  on  a  stock  investment. 

Price/earnings  ratio  (P/E  ratio,  P/E  multiple)  A 
ratio  of  the  current  market  value  (price)  of  a 
common  stock  to  its  earnings  per  share  (EPS), 
which  shows  how  the  market  is  valuing  the 
stock. 

Principle  of  indemnity  The  concept  that  insur- 
ance will  pay  no  more  than  the  actual  financial 
loss  suffered. 

Private  mortgage  insurance  (PMI)  Insurance  sold 
by  a  company  that  typically  insures  the  first  20 
percent  of  a  mortgage  loan  in  case  of  default. 

Probate  A  court-supervised  transfer  of  a  decedent's 
assets  to  the  rightful  beneficiaries.  The  probate 
court  also  attempts  to  see  that  the  debts,  taxes, 
and  expenses  of  the  deceased  will  be  paid. 

Professional  liability  insurance  Insurance  that 
protects  individuals  and  organizations  that  pro- 
vide professional  services  when  they  are  held 
liable  for  the  losses  of  their  clients.  Also  called 
malpractice  insurance. 


Progressive  tax  A  tax  rate  that  increases  as  a  tax- 
payer's income  increases. 

Property  insurance  Insurance  that  protects 

against  financial  losses  resulting  from  damage  to 
or  destruction  of  property  or  possessions. 

Prospectus  A  written  disclosure  to  the  Securities 
and  Exchange  Commission  and  prospective 
investors  that  details  pertinent  operational  and 
financial  facts  about  a  mutual  fund,  or  new 
stock  offering. 

Public  administrator  Someone  appointed  by  the 
probate  court  to  distribute  an  estate  according 
to  state  laws  when  a  person  dies  intestate. 

Put  option  An  option  contract  that  gives  the 
option  holder  the  right  to  sell  an  optioned 
asset  to  the  option  writer  at  the  striking 
price. 

Qualified  domestic-relations  order  (QDRO)  A 
specialized  court  order  legally  authorizing  the 
pension  plan  administrator  to  take  specific 
action  not  outlined  in  the  pension  plan  regula- 
tions. The  order  must  be  approved  by  the  pen- 
sion plan  administrator. 

Qualified  retirement  plans  Retirement  plans 
approved  by  the  IRS  for  special  tax  advantages 
that  can  reduce  taxes  and  increase  retirement 
benefits.  Also  called  a  tax-sheltered  retirement 
plan. 

Random  risk  The  risk  associated  with  owning 
only  one  investment  that,  by  chance,  may  do 
very  poorly  in  the  future  due  to  uncontrollable 
or  random  factors.  Also  called  systematic  risk. 

Real  estate  broker  A  person  licensed  by  a  state  to 
provide  advice  and  assistance,  usually  for  a  fee, 
to  buyers  and  sellers  of  real  estate.  Also  called  a 
real  estate  agent. 

Real  estate  property  taxes  Local  (town,  city, 
county,  township,  parish)  taxes  based  on  the 
determined  value  of  buildings  and  land. 

Real  income  Income  measured  in  constant  prices 
relative  to  some  base  time  period. 

Real  return  on  investment  The  yield  after  sub- 
tracting the  effects  of  inflation  and  taxes. 

Reasonableness  tests  Computer-based  test  based 
on  average  amounts  for  each  category  of  deduc- 
tions; IRS  subjects  every  tax  return  to  these  tests. 

Reconciling  budget  estimates  Reconciling  con- 
flicting needs  and  wants  as  one  revises  one's 
budget  until  total  projected  expenses  do  not 
exceed  projected  income. 

Recordkeeping  The  process  of  recording  the 

sources  and  amounts  of  dollars  earned  and  spent. 

Redress  To  right  a  wrong. 
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Automobile  insurance,  (continued) 
repairs  and,  299 
types  of,  29 1 

Automobile  insurance  plans  (AIPs), 
292 

Automobile  medical  payments  insur- 
ance, 289-290 

Automobile  physical  damage  insur- 
ance, 290 

Automobile  property  damage  liabil- 
ity, 288 

Average-balance  account,  137 

Average  daily  balance,  174-175 

Average  share  cost,  385 

Average  share  price,  385 

Average  tax  rate,  59 


Back-end  load,  346,  445 

Back-end  ratio,  238 

Bad  check,  141 

Balanced  funds,  438 

Balanced  objective,  mutual  funds 

with,  436 
Balances,  in  budget,  114-115 
Balance  sheet,  32-36 
Balloon  automobile  loan,  220 
Balloon  payment,  185 
Bank(s),  127-128,  135 
Bank-based  home  banking  programs, 

132 
Bank  cards,  164 

competition  and,  165 
Bank  credit  card  accounts,  164 
Banking,  135 

Bank  Insurance  Fund  (BIF),  127 
Bankruptcy,  796-198 

Chapter  7,  199 

Chapter  13,  198-199 
Bankruptcy  Act 

Chapter  7  of,  199 

Chapter  13  of,  198-199 
Bankruptcy  trustee,  199 
Barron's,  11,  465 

Baseball  cards,  speculation  and,  515 
Basic  bunking  account,  135-136 
Basic  form  (HO-1),  homeowner's 

insurance,  281 
Basic  liquidity  ratio,  41 
Basis,  434n 
Bearer  bonds,  410 
Bearer  instrument,  136 
Bear  market,  383,  474 
Behavior  scoring,  169 
Beneficial  Finance  Corporation  (BFC), 

188-189 
Beneficiary,  341,  556,  562 
Beneficiary  designation  clause,  of 
IRS-qualified  tax-sheltered, 
44  In 


Benefit  period,  in  disability  income 

insurance,  325 
Benefits.  See  Fringe  benefits 
Best  buy,  214 
Beta,  380,  452 

calculating  estimated  return  on 
investment,  479-480 
Bid  price,  461 
Big  ticket  items,  159 
Billing  cycle,  171 
Billing  date,  171 
Bill-paying,  home  banking  programs 

for,  132 
Binder,  279 

Biweekly  mortgage,  247 
Blank  endorsement,  136 
Blue-chip  stocks,  406 
Blue  sky  laws,  461 
Bond(s),  396-397,  408,  433 

bearer,  410 

callable,  410-411 

characteristics  of,  408-411 

corporate,  412 

coupon, 410 

federal  agency  issues,  415 

flow  in  primary  markets,  458 

general  obligation,  416 

interest  rates  and,  422 

junk,  414 

municipal,  415-417 

mutual  funds  and,  433 

quotations  for,  465-469 

registered,  410 

revenue,  415-416 

secured,  409-410 

selection  process,  424 

selling  guidelines  for,  423-424 

senior,  410 

Series  EE,  148,  149-150,  413 

Series  HH,  150,  413 

subordinated,  410 

tax-free,  416 

Treasury,  415 

unsecured,  409-410 

zero-coupon,  416 
Bond  funds,  438-439 
Bond  investing 

advantages  of,  424-425 

disadvantages  of,  425 

language  of,  408-41 1 

market  interest  rates  for,  418 

risk  and,  417-419 
Bond  rating,  412,  413 
Bond  Record  (Moody's),  415 
Bond-selling  price  formula,  420 
Book-entry  form,  410 
Book  value,  401 
Book  value  per  share,  401 
Borrowing,  6.  See  also  Planned 
borrowing 


inflation  and,  11 
Break-even  price,  509 
Broad  form  (HO-2),  homeowner's 

insurance,  281 
Broker,  260 
Brokerage  firm,  457 

commissions  and  fees,  463 

discount  firms,  464 

general  firms,  462-A63 

opening  account  at,  464-465 
Broker/dealer,  461 
Brokered  certificates  of  deposit,  148 
Budget,  95 

housing,  237-240 

impact  of  increasing  debt 
payments  on,  182,  183 
Budget  account,  166 
Budget  controls,  110 

measures  for,  110-113 
Budget/credit  counseling,  A18 
Budget  estimates,  103,  107 
Budget  exceptions,  1 12 
Budgeting,  95 

and  cash-flow  management,  94,  95 

cash  or  accrual  basis,  101 

classifications  for,  101,  102 

control  phase  of,  110-113 

decision-making  phase  of,  103 

evaluation  phase  of,  113-116 

goals  and,  96-99,  115-116 

for  home  purchase,  257 

implementation  phase  of,  106-110 

inflation  and,  103 

for  major  purchases,  210-214 

organization  phase  of,  99-103 

reconciling  estimates  and,  105-106 

recordkeeping  and,  44,  99-101 

sample  monthly  budgeted  expenses 
for  family  units,  104 

time  periods  for,  101-103 

uses  of  extra  money,  115 
Bull,  383 

Bull  market,  383,  474 
Bump-up  CDs,  147 
Bunching  deductions,  84 
Business,  sideline,  68 
Business  calculator.  See  Financial 

calculator 
Business  cycle,  6 

phases  of,  7 
Business  Cycle  Dating  Committee,  7 
Business-cycle  timing  approach, 

383-384 
Business  Week,  8,  1 1 
Buyer  protection  plan,  215 
Buyer's  agent,  260 
Buyer's  order,  224 
Buying 

homeowner's  insurance,  284-287 

leasing  vs.,  216-219 
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Buying  costs,  of  investments,  381-382 
Buying  long,  504 

Buying  on  margin.  See  Margin  buying 
Buying  services,  for  automobiles,  210 
Buy  order,  for  securities,  470 
Bypass  trust,  S62n 


Callable,  410-411 
Call  option,  506 
Cancellable  policies,  322 

Capacity,  157 
Capital,  157 
Capital  assets,  33,  65 
Capital  gain,  65,  77,  371,  402,  423 
on  real  estate,  491 
on  sale  of  home,  79 
Capital  gains  distributions,  433 

mutual  funds  and,  434n 
Capital  improvements,  491 
Capitalized  cost  reductions  (cap  cost 

reductions),  217 
Capital  loss,  65,  371,  423 
Card  registration  service,  134 
Careers,  in  personal  financial  plan- 
ning and  counseling, 
A17-A21 
Car  maintenance  organization 

(CMO),  299 
Cars.  See  Automobile(s) 
Cash 

methods  of  sending,  133 
paying  for  purchases  in,  205 
Casb  account,  464 
Cash  advance,  164 
Cash-balance  pension  plan,  537-532 
Cash-basis  budgeting,  101 
Cash  dividends,  400,  407 
Cash  equivalents,  126 
Cash  flow,  real  estate  investment  and, 

491 
Cash-flow  calendar,  106-108 
Cash-flow  management,  budgeting 

and,  94,  95 
Cash-flow  statement,  32 
Cashier's  check,  139 
Cash  machines,  130.  See  also  Auto- 
mated teller  machine  (ATM) 
Cash  management,  125-155,  126 
electronic  funds  transfers  and, 

129-134 
financial  services  industry  and, 

127-129 
interest-earning  checking  accounts 

and, 134-140 
money  market  accounts  and, 

144-150 
savings  accounts  and,  140-143 
Cash-refund  annuity,  540 
Cash  surrender  value,  354 


Cash  value,  341 

Cash-value  fund,  345 
Cash-value  insurance  policy,  189 
Cash-value  life  insurance,  339, 

341-345 
Casualty  and  theft  losses,  69 
Central  asset  accounts,  145-146 
(  crtificate  of  insurance,  318 
Certificate  of  title,  254 
Certificates  of  deposit  (CD),  746-148 
Certified  check,  139 
Certified  financial  planner  (CFP), 

47,  358 
<  ratified  financial  Planning  Board  of 

Standards,  46 
ill'  See  Certified  financial  planner 

(CFP) 
Chapter  7  bankruptcy.  199 
Chapter  13  bankruptcy,  798-199 
Charge  accounts,  163-166 

computation  of  finance  charges  on, 

174-175 
management  of,  171-175 
process  for  opening,  166-171 
Chargeback,  173 
Charge  cards,  163 
Charitable  remainder  trust  (CRT), 

563 
Chartered  financial  consultant 

(ChFC),  47,  358 
(bartered  Life  Underwriter  (CLU), 

47,  277,  358 
Chartered  Property  and  Casualty 
Underwriter  (CPCU),  277 
Chattel  mortgage  loans,  185 
Checklsi.  See  also  Checking  accounts 
bad,  141 

endorsement  of,  136 
money  market  mutual  funds  and, 

440 
special,  139 
Check  cashers,  190 
Checking,  135 
Checking  accounts,  734-140 

as  budget  control  measure,  1 10-1 1 1 
charges,  fees,  and  penalties,  137, 

138 
overdraft  protection  agreement  for, 

141 
ownership  rights,  137-140 
reconciliation  of,  142 
types  of,  135-137 
Check  truncation,  136 
Chicago  Board  of  Trade,  511 
Chicago  Board  Options  Exchange 

(CBOE),  508 
Chicago  Mercantile  Exchange,  511 
Children 

minor's  account  for,  140 
mutual  funds  for,  443 


Series  EE  savings  bonds  for,  83 
taxes  and  college  savings  funds,  567 
Child  tax  credit,  73 
(  burning,  462 
Civil  court,  225 
Claims  adjuster,  299 
(hums  ratio  (payout  ratio)  formula, 

316 
(  lass  A  shares,  446 
Class  B  shares,  446 
Class  C  shares,  446 
(  lasses,  ot  insureds,  279 
Cliff  vesting,  526 
Closed-end  credit,  183 
(  losed-end  investment  company, 

433n 
Close  figure,  466 
(  Losing,  home  purchase  and,  259 
(  OBRA  law.  Su  Comprehensive 

Omnibus  Budget  Resolution 

Act  (COBRA)  (1985) 
Co-branded  <  aid,  165 
(  odktt,  557-558 

(  ohabitants,  estate  planning  and,  571 
Coinsurance,  276-277 
(  oinsurance  cap  limits,  health  care 

plan,  320 
(oinsurance  clause,  312,  320 
Collar,  507-508 
Collateral,  157 

mutual  funds  as,  442 
Collateral  installment  loans,  185 
Collateralized  credit  card,  164 
(  oUateral  trust  bonds,  409 
Collectibles,  speculation  in,  573-515 
Collection  agencies,  196 
College-expense  needs,  life  insurance 

and, 335 
College  savings  fund,  149 

trust  funds  and,  149 
Collision  damage  waiver  (CDW), 

213,  291 
Collision  insurance,  290-291 
Commercial  banks,  127 
Commercial  properties,  496 
Commission,  381-382,  444 

of  brokerage  firms,  463 
Commission-only  financial  planners, 

46 
Common  stock,  395-396 

advantages  and  disadvantages  of, 

407 
classifications  of,  404-408 
Common  stock  fund,  436-438 
Community  property,  561 
Community  property  laws,  561 
Community  property  states,  140 
Companies.  See  Corporation 
Comparative  performance  data,  for 

mutual  funds,  448-451 
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Comparison  shopping,  214-220 

Complaint  procedure,  after  major 
purchase,  224-226 

Compounding,  425 

Compound  interest,  16-17 

Comprehensive  automobile  insur- 
ance, 291 

Comprehensive  health  insurance 
plan,  312-313 

Comprehensive  Omnibus  Budget  Res- 
olution Act  (COBRA)  (1985), 
322-323 

Comprehensive  personal  liability 
insurance  policy,  297 

Computer-based  home  banking  pro- 
grams, 132 

Computer-generated  financial  plans, 
45 

Computer  software 

for  income  tax  preparation,  63n 
for  managing  asset  management 

accounts,  146 
for  managing  investment  portfolio, 

471 
for  personal  financial  planning,  45 
for  retirement  planning,  524n 
for  searching  investment  alterna- 
tives, 478 

Conditional  sales  contracts,  185 

Conditions,  349 

Condominium,  234 

Condominium  form  (HO-6),  home- 
owner's insurance,  283-284 

Confirmation  statements,  442 

Conservative  investment  philosophy, 
372-373 

Consolidated  statements,  442 

Consumer  credit,  157 

Consumer  finance  company,  188-189 

Consumer  loans 

language  of,  183-187 
sources  of,  187-191 

Consumer  magazines,  major  pur- 
chases and,  207,  209 

Consumer  price  index  (CP1),  10 

Consumer  Reports,  207-208,  209 

Consumer  statement,  170 

Consumption 
efficient,  4-5 
inflation  and,  9-11 

Contents  replacement-cost 
protection,  286 

Contingency  clause,  258 

Contingent  beneficiary,  341 

Contingent  deferred  sales  charge,  445 

Continuous-debt  method,  182-183 

Contract  for  deed,  248 

Contract  seller,  215 

Contractual  accumulation  plan, 
472-473 


Contrarianism,  514 

Contributions 

recordkeeping  and,  44 

to  Social  Security,  542 
Contributory  retirement  plan,  529 
Control  phase  of  budgeting, 

110-113 
Convenience,  158 
Convenience  checks,  164 
Convenience  shopping,  cost  of,  206 
Conventional  mortgage,  245 
Conversion  privilege,  442 
Convertibility  privilege,  411 
Convertible  adjustable-rate  mort- 
gage, 246 
Convertible  term  insurance,  341 
Cooperative,  234 

Coordination-of-benefits  clause,  320 
Copayment  clause,  320 
Corporate  bonds,  412 
Corporate  thrift  program,  532 
Corporation,  395 

investment  information  sources 
on,  475-478 

stocks  and,  397-399 
Corpus,  562 
Cosigner,  184 
Cost  index,  360 
Cost-of-living  clause,  in  disability 

income  policy,  327 
Costs 

on  checking  and  savings  accounts, 
137,  138 

of  using  credit,  159-163 
Countercyclical  stocks,  408 
Counteroffer,  258 
Coupon,  409 
Coupon  bonds,  410 
Coupon  rate,  409 
Coupon  yield,  409 
Court  not  of  record,  225 
Court  summons,  225 
Coverage 

for  automobile  insurance,  287-291 

for  homeowner's  insurance,  281 

provided  by  health  care  plans, 
310-318 
Covered  calls,  507 
Covered  option,  507 
Covered  puts,  507-508 
CPI.  See  Consumer  price  index  (CPI) 
Credit,  6-7,  157.  See  also  Charge 

accounts;  Planned  borrowing 

costs  of,  191 

criteria  for  granting,  157 

difficulties  with,  113 

divorce  and,  187 

installment,  157 

noninstallment,  157-158 

open-ended  accounts,  163-166 


personal  line  of,  166 

reasons  against  using,  159-163 

reasons  for  using,  158-159 
Credit  application,  167-168 
Credit  bureau,  168 

restrictions  on,  170 
Credit  card,  163 

fraud,  162-163 

low  annual  fee  vs.  low  APR, 
161 

minimum  payments  on,  162 
Credit  card  agreement,  166 
Credit  card  blocking,  158 
Credit  card  debt,  13 
Credit  card  insurance,  161 
Credit  card  liability,  161 
Credit  clinic,  197 
Credit  control  sheet,  111-112 
Credit  disability  insurance,  161 
Credit  history,  167 
Credit  investigation,  168 
Credit  life  insurance,  160 
Credit  limit,  158 
Credit  rating,  169-171 
Credit  receipt,  1 73 
Credit  repair  company,  197 
Credit  report,  168 
Credit  risk,  169,  412 
Credits 

of  Social  Security  Administration, 
543 

tax,  86 
Credit  scoring  system,  169,  258-259 
Credit-shelter  trust,  562n 
Credit  statements,  171-174 
Credit  term  life  insurance,  340 
Credit  union  (CU),  13,  128 
Cumulative  preferred  stock,  396 
Current  consumption,  4 
Current  income,  370 
Current  income  objective,  mutual 

funds  with,  435 
Current  liability,  33 
Currently  insured  status,  of  Social 

Security  eligibility,  543 
Current  rate,  354 
Current  yield,  420-421 
Current  yield  formula,  420 
Custodial  account,  443 
Custodian,  567 
Cyclical  stock,  407-408 


Day  order,  472 

Dealer  holdback,  208 

Death  benefit,  351 

Death  rate,  333 

Death  taxes,  564,  571-572 

Debenture,  409 

Debit  (or  ATM  or  EFT)  card,  130 
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Debt(s),  374.  See  also  Overindebted- 
ness 
as  liabilities,  32 
student  loan,  198 
Debt-collection  agencies,  196 
Debt-consolidation  loan,  159,  196 
Debt  limit,  180 

continuous-debt  method  of  estab- 
lishing, 182-183 
debt-payments-to-disposable- 
income  method  of  establish- 
ing, 180-181 
ratio  of  debt-to-equity  method  of 

establishing,  181-182 
setting  for  dual-earner  households, 
183 
Debt  management  program,  197 
Debt-payments-to-disposable-income 

method,  180-181 
Debt-repayment  needs,  life  insurance 

and,  334 
Debt  service-to-income  ratio,  42 
Debt-to-asset  ratio,  41 
Decedent,  556 
Decision  making 

economic  considerations  affecting, 

12-18 
income  taxes  in,  14-16 
marginal  analysis  in,  13-14 
opportunity  costs  and,  12-13 
time  value  of  money  in,  16-18 
Decision-making  grid,  for  major  pur- 
chase buying,  221-223 
Decision-making  phase  of  budgeting, 

103 
Declarations,  349 

Declining  market,  dollar-cost  averag- 
ing in,  385 
Decreasing  term  insurance,  340 
Deductible  and  coinsurance  reim- 
bursement formula,  276-277 
Deductibles,  276,  319-320 
Deductions,  67-70 
bunching,  84 
taking  legal,  84-85 
Deed,  253 

Deeded  time  sharing,  500 
Deed  of  bargain  and  sale,  254 
Deep  discount  bonds,  416 
Default,  171,  417 
Default  risk,  412 
Defendant,  225 
Defensive  stocks,  408 
Deferred  annuity,  539 
Deferred  income,  77-78,  532 
Deferred  load  fees,  445 
Deficiency  balance,  186 
Defined-benefit  plan,  527-531 
Defined-contribution  plan,  528-531 
Deflation,  8 


Deflation  risk,  376 
Demand  deposits,  135 
Dental  expense  insurance,  313 
Dental  expenses,  68-69 
Dependent/child  care  credit,  73 
Dependent  exemptions,  61 
Depository  institutions,  127-128,  135 
as  consumer  loan  source,  187-188 
federal  insurance  protection  at,  129 
Depreciation,  real  estate  investments 

and,  492-493 
Depression,  7 
Derivative,  506 
Direct  deposits,  131 
Direct-investment  plan,  386 
Direct  ownership  investments,  in  real 

estate,  496-500 
Direct  purchase,  of  mutual  funds, 

472 
Dint  t  repair  plan  (DRP),  299 
Direct  sellers,  277 
Disability  benefits,  533-534 
Social  Security,  A13-A14 
Disability  income  insurance, 

323-327 
level  of  need,  323-324 
policy  provisions  of,  324-327 
Discharged  debt,  198 
Disclosure  of  fees,  for  mutual  funds, 

446-447 
Disclosure  statement,  133 
Discount  bond,  148 
Discount  brokerage  firms,  464 
Discounted  cash-flow  method, 

495-496 
Discounted  value,  16 
Discount  method,  193,  195 
Discounts,  bonds  and,  419-420 
Discount  yield,  414 
Discretionary  income,  103 
Disposable  income,  103-105 
Disposable  personal  income,  180 
debt-payment  limits  as  percentage 

of,  181 
Disposition  fee,  217 
Distribution  fees,  445-446 
Diversification,  33,  377-378 

portfolio,  387 
Dividend(s),  370,  396 
Dividend  payout  ratio,  400 
Dividend  reinvestment  plan  (DRIP), 

386 
Dividends  per  share,  400 
Dividend  yield,  400 
Divorce 

community  property  states  and,  140 

credit  and,  187 

home  ownership  and,  257 

income  and,  80 

pension  money  and,  535 


Documentation  of  insurance  losses, 
298 

Dollar,  half-life  of,  9 

Dollar-cost  averaging,  384-387 

Donee,  562 

Donor,  562 

Dow  Jones  Industrial  Average  (DJIA), 
474 

Drawee,  135 

Drawer,  135 

Dread  disease  insurance,  3/7-318 

Dual-earner  households,  117-1 18 
property  ownership  and,  140 
setting  debt  limit  for,  183 

Due  date,  171 

Duc-on-sale  clause,  260 

Dunning  letters,  174 

Durable  power  of  attorney,  559 

Duration,  452 


Early  retirement,  528 

and  withdrawals  from  tax-sheltered 
retirement  pl.ins,  539 
Early  termination  charge,  217 
Early  termination  payoff,  277-218 
Earned  im  ome,  60 
Earned  income  credit  (EIC),  74 
Earnest  money,  257-258 
Earnings 

FICA  tax  on,  86 

maximizing,  4 
Earnings  per  share  (EPS),  399 
Economic  cycle,  6 

phases  of,  7 
Economic  environment 

future  interest  rates  and,  12 

inflation  and,  8-11 

state  of  economy  and,  6-8 
Economic  growth,  6,  7 
Economic  value  added  (EVA),  402n 
Economy,  6 

Education  bond  program,  148 
Education  IRA,  78,  82 
Effective  marginal  tax  rate,  14,  59 
Efficient  consumption,  4-5 
EFT  card,  130 
EFTs.  See  Electronic  funds  transfers 

(EFTs) 
Eighth  fee,  463 

Electronic  benefits  transfer  (EBT),  132 
Electronic  Data  Gathering  and 

Retrieval  (Edgar)  project,  477 
Electronic  Funds  Transfer  Act  (1978), 

132 
Electronic  funds  transfer  point-of- 
sale  system  (EFTPOS),  131 
Electronic  funds  transfers  (EFTs), 
129-134,  442 

regulations,  132-134 
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Eligibility,  for  Social  Security  retire- 
ment benefits,  542-543 
Elimination  period,  in  disability 

income  insurance,  324-325 
Emergencies,  158 
Emotions,  financial  issues  and, 

118-119 
Employee  Retirement  Income  Security 

'  Act  (ERISA),  526 
Employee  stock  ownership  plan 

(ESOP),  387,  532 
Employer-sponsored  qualified  retire- 
ment plan,  22-23,  526-534 
defined-benefit  plans,  527-528 
defined-contribution  plan,  528-531 
disability  and  survivor's  benefits, 

533-535 
participation  and  vesting  in,  526 
payout  methods,  533 
questions  to  ask  about,  531 
Endorse,  136 
Endorsements,  136,  350 
Endowment  life  insurance,  344 
Envelope  system,  112-113 
Episode  limits,  of  health  care  plans, 

319 
Equal  Credit  Opportunity  Act  (ECOA) 

(1975),  167-168' 
Equipment  bonds,  409 
Equities,  374 
Equity,  241 
Escrow  account,  251 
Estate  planning,  554-577 
advance  directives,  559 
distributions  by  prearranged 

actions,  561-562 
distributions  by  probate  court, 

555-561  ' 
executor  of  an  estate,  557 
intestate,  558-560 
partnership  theory  of  marriage 

rights,  560-561 
for  single  people,  571 
transfers  by  contract,  561-562 
transfers  by  operation  of  law,  561 
transfer  taxes,  564-572 
trusts,  562-564 
wills,  555-558 
Estate  taxation,  life  insurance  and, 

351 
Estimated  required  rate  of  return 
compare  with  projected  rate  of  re- 
turn on  investment,  481-482 
on  investment  given  its  risk,  beta 
calculation  for,  479-480 
Estimated  taxes,  62 
I  valuation  phase  of  budgeting, 

1 13-116 
Exchange  fee,  442 
Exchange  privilege,  442 


Exclusions,  66-67,  321,  349 
Exclusive  agents,  357 
Exclusive  insurance  agents,  277 
Executor,  556,  558 

responsibilities  of,  557 
Executrix,  556 
Exemption,  61 

subtracting  from  income  tax,  71 
Exemption  trust,  562n 
Exit  fee,  445 
Expansion  phase,  6 
Expenditure,  101,  106 
Expense  reimbursement  account,  21, 

76 
Expenses,  36,  37 

as  tax  deductions,  67-70 
Expiration  date,  506 
Exposures,  271-272 
Express  warranties,  215 
Extensions,  61n 


Pace  amount,  339 
Face  value,  409,  419 
Fair  Credit  and  Charge  Card  Disclo- 
sure Act  (FCCCDA)  (1968), 
160 
Fair  Credit  Billing  Act  (FCBA)  (1975), 

159,  173 
Fair  Credit  Reporting  Act  (FCRA),  170 
Fair  Debt  Collection  Practices  Act 
(FDCPA)  (1977),  195,  196 
Fair  market  value,  33 
Family  automobile  policy  (FAP),  291 
Family  trust,  562n 
Fed,  419 

Regulation  E  of,  132 
Federal  agency  issues,  of  bonds/notes/ 

certificates,  415 
Federal  Community  Reinvestment 

Act,  258 
Federal  Deposit  Insurance  Corpora- 
tion (FDIC),  127 
Federal  estate  tax,  564-565 

calculation  of,  568-570 
Federal  funds  rate,  12 
Federal  gift  and  estate  tax,  564 

calculation  of  liability,  570 
Federal  gift  tax,  564 
calculation  of,  568 
Federal  Housing  Administration 

(FHA),  252 
Federal  Insurance  Contributions  Act 

(FICA),  86,  542 
Federal  Reserve  Board.  See  Fed 
Fee,  of  brokerage  firms,  463 
Fee-based  financial  planners,  46—47 
Fee-for-service  plan 
hospital,  310 
surgical,  312 


Fee-only  financial  planner,  46 
Fee-only  practitioner,  46 
Fee-only  senices,  46 
FHA  mortgage,  252 

FHA  mortgage  insurance,  252 

FICA.  See  Federal  Insurance  Contribu- 
tions Act  (FICA) 

FICA  taxes,  542 

Fidelity  New  Markets  Fund  (NewMkt), 
'  469 

Fidelity's  Magellan  Fund,  467-468 

52  Weeks  column,  465 

File  taxes,  60 

Filing  status,  67-68 

Fill-in-the-blank  document,  as  will, 
556-557 

Fill-or-kill  order,  472 

Final  expenses,  334 

Finance  charge,  159,  192 
calculating,  191-195 
on  charge  accounts,  174-175 
for  credit  cards,  162 

Financial  calculator 
changing  signs,  A25 
clearing  error  messages,  A25 
clearing  the  register,  A24 
multiple-step  procedures  and, 

A30-A31 
preparations  for  performing  calcu- 
lations, A23-A25 
setting  compounding  methods, 

A24 
setting  decimal  places,  A24 
setting  financial  calculation  mode, 

A25 
time  value  of  an  annuity,  A27-A29 
time  value  of  single  amount, 
A25-A27 

Financial  counselor,  A18 

Financial  database,  478 

Financial  diskette  database  systems, 
478 

Financial  goals,  29-31 
achieving,  98 
prioritizing,  99 

Financial  issues,  discussing,  116-121 

Financial  literacy,  2 

Financial  losses,  275 

Financial  management,  effective.  31 

Financial  objectives,  19 

Financial  planners.  See  Professional 
financial  planning 

Financial  planning,  28,  29,  95,  A18 
components  of,  29-32 
computer  software  for,  45 
financial  ratios  and,  39-43 
financial  recordkeeping  and.  43-45 
financial  statements  and,  32-38,  39 
professional,  45^18 

Financial  plans,  recordkeeping  and.  44 
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Financial  press,  mutual  fund  informa- 
tion in,  448 
Financial  ratios,  39-43 

basic  liquidity  ratio,  41 

debt  service-to-income  ratio,  41 

debt-to-asset  ratio,  41 

investment  assets-to-net-worth 
ratio,  42 
Financial  recordkeeping,  43^15 
Financial  records 

categories  and  contents  of,  44 

safeguarding,  43-45 
Financial  risk,  377 
Financial  security,  5-6 
Financial  services,  recordkeeping  and, 

44 
Financial  services  company,  129 
Financial  services  industry,  127-129 
Financial  services  provider,  A18-A20, 

A20-A21 
Financial  solvency,  182 
Financial  statements,  32 

balance  sheet,  32-36 

budgets  and,  95 

income  and  expense  statements, 
36-38,  39 
Financial  strategies,  32 
Financial  success,  4 
Financing,  of  major  purchases,  210 
Financing  leases,  185 
First  dollar  protection,  312 
First-to-die  policies,  350 
Five  C's  of  credit,  157 
529  plan,  149 
Five-year  vesting,  526 
Fixed  annuities,  540 
Fixed-asset  investments,  396-397 
Fixed  expenses,  36 
Fixed  income,  374 
Fixed  interest  rates,  165 
Fixed  maturity,  374 
Fixed-time  deposits,  141 
Fixed  yield,  419 
Flat-fee  brokers,  256 
Flexible-premium  variable  life  insur- 
ance, 348 
Flexible  spending  accounts  (FSA), 

21-22,  76,  326 
Flipping,  195 
Floater  policies,  295-296 
Fluctuating  market,  dollar-cost  averag- 
ing in,  384 
Footnote  p,  468 
Footnote  r,  468-469 
Footnote  t,  469 
Forbes,  8 
Forecasting,  6 
Foreclosure,  196,  241 
Form  1040-X,  60 
Formal  will,  556 


Fortuitous  losses,  275 

Forward  warnings,  399 

401(k)  salary-reduction  plan  (401[k] 

plan),  78,  529,  530 
403(b)  plan,  78 
404(c)  plan,  78 
457  plans,  78,  530 
Fraud,  credit  card,  162-163 
Free  credit,  159 
Free  upgrade,  213 
Friends,  as  loan  source,  191 
Fringe  benefits,  20,  314 
life  insurance  as,  335 
Front -end  load,  444 
Front-end  ratio,  238 
FSA.  See  Flexible  spending  accounts 

(FSA) 
Full  warranty,  215 
Fully  insured  status,  of  Social  Security 

eligibility,  543 
Fundamental  analysis,  405 
Funded  pension  plan,  527 
Funds,  investment  information 

sources  on,  475-478 
Future,  511 
Future  consumption,  4 
Futures  contracts,  511-512 
Future  value  (FV),  16,  18 
Future  value  tables,  A2-A5,  A8-A9 


Garman/Forgue  Web  site,  27,  197,  357 

Garnishment,  196 

GDP.  See  Gross  domestic  product 
(GDP) 

General  brokerage  firm,  462-463 

General  economic  conditions,  infor- 
mation sources  for,  473 

General  obligation  bonds,  416 

General  partner,  501 

Generation-skipping  transfer  tax, 
562m 

Generation-skipping  trust,  562n 

Generic  products,  vs.  "name"  prod- 
ucts, 205-206 

Gift,  565 

to  charity,  69 
taxes  and,  82 

Gift  splitting,  566-567 

Global  fund,  437-438 

Goal-setting  phase  of  budgeting, 
96-99 

Gold.  See  Precious  metals 

Good-faith  estimate  of  closing  costs, 
258 

Goods  and  service  dispute,  173 

Good-till-canceled  order,  472 

Government  benefits,  for  widows, 
widowers,  and  dependents, 
335 


Government  health  care  plans 
Medicaid,  309,  310 
Medicare,  309-310 
Grace  period,  143,  173,  322,  351-352 
Graduated-payment  mortgage,  246 
Graduated  vesting,  526 
Grantor,  562 
Gross  capitalized  cost  (gross  cap 

cost),  216-217 
Gross  domestic  product  (GDP),  7-8 
Gross  estate,  568 
Gross  estate  for  federal  estate  tax 

purposes,  568 
Gross  income,  64-67 
Group  health  care  plan,  307 
Group  term  life  insurance,  340-341 
Growing-equity  mortgage  (GEM),  247 
Growth  and  income  fund,  437 
Growth  and  income  objective,  mutual 

funds  with,  436 
Growth  funds,  437 
Growth  stock,  405-406 
Guaranteed  insurability  option,  356 
Guaranteed  investment  contract 

(GIC),  530 
Guaranteed  minimum  rate  of  return, 

353-354 
Guaranteed-premium  term  insur- 
ance, 340 
Guaranteed  renewable  policies,  322 
Guaranteed  renewable  term  insur- 
ance, 340 


Haggling,  220-221 
Half-life  of  a  dollar,  9 

Hand,  Learned,  74 
Hardship  withdrawals,  from  tax- 
sheltered  retirement  plans,  539 
Hazard,  275 
Hazard  reduction,  277 
Health  care  plans,  306-331,  316 
accident  and  dread  disease  health 

insurance,  317-318 
comprehensive  health  insurance, 

312-313 
coverage  limitations  of,  320-321 
dental  expense  insurance,  313 
disability  income  insurance, 

323-327 
dual-income  families  and,  314 
hospital  coverage,  310 
long-term  care  insurance,  315-317 
major  medical  expense  insurance, 

312 
medical  expense  coverage,  312 
Medicare  supplement  insurance, 

314 
nonmedical  provisions  of,  321-323 
payment  limitations  of,  319-320 
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Health  care  plans,  (continued) 

providers  of,  307-310 

self-employed  people  and,  326 

supplemental  health  insurance,  317 

surgical  coverage,  312 

terms  and  provisions  of,  318-319 

vision  care  insurance,  313 
Health  care  power  of  attorney,  559 
Health  care  providers 

government  health  care  plans, 
309-310 

health  maintenance  organizations, 
308-309 

managed  care  plans,  307-309 

preferred  provider  organization, 
307-308 

private  insurance  companies,  307 

provider  sponsored  network,  308 
Health  care  proxy,  559 
Health  insurance,  307 
Health  maintenance  organizations 

(HMOs),  308-309 
Hidden  fees,  445 
High  figure,  466 
High-risk  investments,  490 
Holographic  will,  556 
Home  banking  services,  132 
Home-buying  process 

applying  for  mortgage  loan, 
258-259 

budgeting,  257 

closing,  259 

negotiating,  257-258 

shopping  for  mortgage,  256 
Home  equity,  as  retirement  income 

source,  524 
Home-equity  conversion  loan, 

248-249 
Home-equity  installment  loan,  249 
Home-equity  line  of  credit,  249 
Home  improvements,  239 
Homeowner's  association,  234 
Homeowner's  fee,  234 
Homeowner's  general  liability 

protection,  281 
Homeowner's  insurance,  280 

buying  considerations,  284-286 

coverages,  281 

and  lack  of  full  coverage,  287 

pricing,  286 

types  of,  281-284 
Homeowner's  no-fault  medical  pay- 
ments protection,  281 
Homeowner's  no-fault  property 
damage  protection,  281 
Home  purchase 

attorney  fees,  254 

buying  process,  256-259 

costs,  249-255 

estimated  buying  and  closing  costs, 
250 


financing  methods,  240-249 

home  warranty  insurance,  255 

income  tax  reduction  and,  79 

miscellaneous  costs,  254-255 

mortgage  insurance,  251-253 

points,  253 

principal  and  interest,  250 

real  estate  property  taxes  and, 
252 

taxes  and  insurance,  251 

title  insurance,  253-254 
Home  selling,  259-262 

costs  of,  260-262 

seller  financing  and,  262 

using  broker  for,  259-260 
Home  warranty  insurance,  255 
Hope  Scholarship  credit,  73 
Hospital  (hospitalization)  coverage, 

310 
Hospital  expense  insurance,  310 
Hospital  indemnity  insurance,  310 
Hospital-service-incurred  (fee-for- 

service)  plan,  310 
Household,  dual-earner,  117-118 
Household  Finance  Corporation 

(HFC),  188 
Housing,  231-268 

budget,  237-240 

buying  process,  256-259 

cash  flow  and,  236-237 

costs  of,  236 

designating  ownership  of,  257 

financing  methods  for  buying, 
240-249 

income  for  purchase  of,  240 

insurance  coverage  for,  284-285 

and  mortgage  interest/real  estate 
tax  deductions,  239 

owning,  233-235 

purchase  costs,  249-255 

recordkeeping  and,  44 

rental  vs.  owner  costs,  235-237 

renting,  232-233 

renting  vs.  buying,  235 

selling  process,  259-262 

tax  and  appreciation  advantages  of 
owning,  237 
Housing  and  Urban  Development 
(HUD),  U.S.  Department  of, 
252 


I-bonds,  418 

Identification,  158 

Illustrative  diversified  investment 

portfolios,  387 
Image  statements,  136 
Implementation  phase  of  budgeting, 

206-110 
Implied  warranty,  214 
Important  insurance,  274 


Impulse  buying,  205 
Income,  36-37.  See  also  Salary 

in  budget,  101 

deferred,  77-78 

earned  and  unearned,  60 

inflation  and,  9-11 

marriage  penalty  and,  80 

postponing,  84 

recording  in  budget,  106 

taxable,  55 

tax-exempt,  15 
Income  and  expense  statement,  32, 

36-38,  39,  40 
Income  for  life,  353 
Income  for  specific  amount,  353 
Income  for  specific  period,  353 
Income-producing  real  estate  invest- 
ment, 498-499 
Income-replacement  needs,  life  insur- 
ance and,  334 
Income  shifting  (splitting),  80-83 
Income  stock,  405 
Income  taxes,  57.  See  also  Taxes 

calculating,  62-74 

cash  management  and,  149 

in  decision  making,  14-16 

deductions  from,  67-70 

federal  tax  laws,  56 

payment  methods,  61-62 

progressive  nature  of,  56 

reducing,  76 

refunds  of,  60 
Incontestability  clause,  350 
Indenture,  408-409 
Independent  agents,  357 
Independent  insurance  agents,  277 
Index  funds,  438 
Indexing  method,  544 
Index  of  leading  economic  indicators 

(LEI),  8 
Indirect  investment  in  real  estate, 

501 
Individual  account,  137 
Individual  practice  association 

(IPO),  308 
Individual  retirement  account  (IRA), 

78,  386n,  535-538 
Industry-oriented  investment  publica- 
tions, 475,  476 
Inflation,  8-11 

borrowing,  savings,  investments, 
and,  11 

budgeting  and,  103 

estimating  future,  11 

income,  consumption,  and,  9-11 

investments  and,  382-383 
Inflation-indexed  savings  bonds, 

418 
Inflation  premium,  417-418 
Inflation  risk,  376,  407 
In-force  illustration,  354 
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Information  sources 

for  balance  sheet,  36 

on  economic  projections,  8 

for  income  and  expense  statement, 
38 

on  inflation  projections,  1 1 

on  salary  and  cost  of  living,  21 

on  securities  investment,  473-478 
Inheritance  tax,  564 
Initial  public  offerings  (IPOs),  458 
Installment  credit,  157,  183 
Installment  loans,  183-184 

calculating  APR  for,  193-195 
Installment  premium  annuity,  539 
Installment  purchase  agreements, 

185 
Installments-certain  annuity,  540 
Institute  of  Certified  Financial  Plan- 
ners (ICFP),  47 
Insufficient  funds  stamp,  141 
Insurable  interest,  276 
Insurance,  274-275.  See  also  specific 
types  of  insurance 

applicant  selection  process,  279 

classifications,  274 

collecting  on  property/liability 
losses,  298-299 

cost  factors,  276-280 

elements  of,  280 

financial  loss  and,  275 

hazards  and,  275 

as  home  buying  cost,  251-255 

insurable  interest,  276 

insurer  types,  278-280 

principle  of  indemnity,  276 

recordkeeping  and,  44 

sellers  of,  277 
Insurance  agents,  277,  357 
Insurance  claim,  299 
Insurance  companies,  sources  of  prof- 
its for,  352 
Insurance  dividends,  280,  350 
Insurance  Forum,  357 
Insurance  policy,  275 

last-to-die  (survivorship),  572 

policy  provisions  in,  278 
Insurance  rate,  13,  279 
Insured,  275,  341 
Insurers,  278-280 
Insuring  agreements,  349 
Interest 

compound,  16-17 

real  estate  investments  and  deduc- 
tion of,  493 

savings  account,  143 

on  savings  bonds,  150 

simple,  17 
Interest-adjusted  cost  index  (IACI), 

360 
Interest-adjusted  net  payment  index 
(IANPI),  361 


Interest-earning  checking  account, 

134-140,  136 
Interest  expenses,  69 
Interest  Income,  353 
Interest  points,  253 
Interest  rate,  6-7 
on  CDs,  147 
estimating  future,  12 
monthly  mortgage  payments  and, 

243 
for  short-term  cash  management 
opportunities,  147 
Interest -rate  cap,  185,  245 
Interest-rate  risk,  376-377,  419 

Interest-sensitive  life  Insurance, 
345-348 

Internal  ownership  purchase,  500 
Internal  Revenue  Code,  56 
Internal  Revenue  Service  (IRS),  56 
audits  by,  85-86 

regulations  for  retirement  distribu- 
tions. S3  < 
Internationa]  Association  for  Finan- 
cial Planning,  47 
Internationa]  Board  ot  Standards  and 
Practices  for  Certified  Finan- 
cial Planners,  47 
International  funds,  438 
International  Monetary  Market,  511 
Internet,  investment  information 

sources  from,  477 
Intestate,  558-560,  559 
Introductory  rate,  165 
Investing 

building  funds  for,  370 
through  mutual  funds,  431-456 
prerequisites  for,  369-370 
reasons  for,  368 
in  stocks  and  bonds,  394-430 
Investment(s),  4 

beta  method  of  estimating  risk  of, 

380 
buying  and  selling  costs,  381-382 
calculating  real  rate  of  return  on, 

382 
inflation  and,  11,  382-383 
leverage,  379-380 
portfolio  management  for  long- 
term  investors,  383-389 
selection,  373-375 
selling  guidelines,  389 
strategies,  372 
tax  advantages  and,  83-84 
taxes  and,  380-381 
Investment  accounts,  loans  from, 

189 
Investment  advisor,  48 
Investment  assets,  33 
Investment  assets-to-net-worth  ratio, 

42 
Investment  company,  431 


Investment-grade  fixed-asset  invest- 
ments, 397 

Investment  of  time,  common  stocks 
and,  407 

Investment  philosophy,  372-373 
risk  and,  371-372 

Investment  portfolio.  See  Portfolio 

Investment  process,  12-step,  482-484 

Investment  profits,  352 

Investment  ratings  publications, 
477-478 

Investment  return.  See  Return 

Investment  risk,  375-379 

categorization  of,  376-377,  378 
random  and  market,  377-379 

Investor's  insurance,  462 

Invoice  price,  208 

IK  V  Sir  Individual  retirement  account 
(IRA  I 

Irrevocable  life  insurance  trust,  572 

Irrevocable  living  trust,  563 

IRS-qualilied  tax-sheltered  retirement 
accounts,  440-441 

IRS  regulations,  56 

IRS  rulings,  56 

Itemized  deductions,  68 

Item  limits,  ot  health  tare  plans,  319 


Job  expenses,  69-70 
Joint  accounts,  137-140 

Joint  and  survivor  annuitants,  540 
Joint  tenancy,  738-139 
Joint  tenancy  with  right  of  survivor- 
ship, 738-139,  257,  561 
Junk  bonds,  414 

mutual  funds  and,  439 


Keogh  plan,  78,  538 
Kiddie  tax  rate,  81 

Kiplinger's  Personal  Finance  Magazine, 
8,  11,  148 


Land  contract,  248 

Lapsed  policy,  351 

Lasser,  J.  K.,  63n 

Last-to-die  insurance  policy,  572 

Late  payment  fees,  160 

Law  of  large  numbers,  280 

Lease,  housing,  232-233 

Lease  contracts,  216 

Leasing  vs.  buying,  216-219 

LEI.  See  Index  of  leading  economic 

indicators  (LEI) 
Lender  buy-down  mortgage,  247 
Lending  investments,  374 
Letter  of  last  instructions,  558 
Letter  precatory,  558 
Level-load  shares,  446 
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Level-premium  term  insurance,  340 
Leverage,  379-380,  490,  491-492 
Leveraged  buy-outs  (LBOs),  414 
Liabilities,  32,  33-36 
Liability  insurance,  280 

automobile  insurance,  288-289 

collecting  on,  298-299 

saving  money  on,  296 
Liability  losses,  insurance  coverage 

for,  286 
Lien,  184,  241 
Life  cycle,  life  insurance  needs  over, 

333-334 
Life-cycle  planning,  for  major  pur- 
chases, 206 
Life  insurance,  13,  332 

cash-value,  341-344 

dollar  amount  of  loss,  336-339 

estate  taxes  and,  569 

financial  factors  affecting  need  for, 
334-336 

interest-sensitive,  345-348 

need  for  over  life  cycle,  333-334 

parties  to  contract  in,  341 

plan  over  life  cycle,  361 

purpose  of,  333 

sales  commissions  and  loads,  346 

taxes  and,  344 

as  tax  shelter,  78 

term,  339-341,  347 

wrong  amount  and  types  of,  358 
Life  insurance  application,  350 
Life  insurance  companies,  as  con- 
sumer loan  source,  189-190 
Life  insurance  policy,  349 

buying  strategies,  356-361 

cash-value,  353-356 

organization  of,  349-350 

ownership  of,  351 

policy  illustrations,  354 

settlement  options,  353 

terms  and  provisions  of,  350-353 
Lifeline  banking  account,  135-136 
Lifetime  learning  credit,  73 
Like-kind  free  exchanges,  84 
Limited  investors'  liability,  407 
Limited  partners,  501 
Limited  partnership,  501 
Limited-pay  whole-life  insurance, 

342-343 
Limited  warranty,  215 
Limit  order,  470 
Liquid  assets,  33 
Liquidity,  41,  126 
Listed  housing,  256 
Listed  securities,  459 
Listing  agent,  260 
Listing  agreement,  259-260 
Living  benefit  clause,  355 
Living  costs,  salary  and,  20-21 


Living  trust,  563-564 

Living  will,  559 

Load,  444 

life  insurance  and,  346 

Load  funds,  444 

Loan(s),  13.  See  also  Consumer  loans; 
specific  types 
from  retirement  fund,  539 

Loan  application  fee,  254 

Loan  book,  184 

Loan  commitment,  258 

Loan  origination  fee,  253 

Loan-to-value  ratio,  242,  492 

Local  taxes,  86 

Long-term  capital  gain  (loss),  65,  77 

Long-term  care  insurance,  315-317 

Long-term  disability  insurance,  326 

Long-term  Equity  Anticipation  Secu- 
rities (LEAPS),  506n 

Long-term  goals,  96-97 

Long-term  growth  objective,  mutual 
funds  with,  435-436 

Long-term  investments,  374,  375 

Long-term  investor,  383 

Long-term  liability,  33,  34 

Long-term  rates  of  return,  371 

Loss(es),  from  injury  or  illness,  306 

Loss  control,  273 

Loss  damage  waiver  (LDW),  291 

Loss-damage  waiver  (LDW)  insur- 
ance coverage,  213 

Loss  frequency,  272 

Loss  reduction,  278 

Loss  severity,  272 

Lowballing,  223-224 

Low  figure,  466 

Low-interest-rate  dealer  financing, 
rebates  vs.,  219 

Low-load  funds,  444 

Low-load  life  insurance,  346 

Low  minimum  investment,  common 
stocks  and,  407 

Low-risk  long-term  savings  instru- 
ments, 146-150 

Lump  sum,  353,  533 


Magazines,  mutual  fund  information 

in,  449 
Magnuson-Moss  Warranty  Act,  215 
Major  medical  expense  insurance, 

312 
Major  purchases,  204-230 

comparison  shopping  and,  214-224 
decision  to  buy,  221-224 
evaluation  of  decision  and, 

224-226 
planned  buying  process  and, 

206-214 
wise  buying  guidelines,  205-206 


Malpractice  insurance,  296-297 

Managed  care  plans,  307-309 

Management  fee,  for  mutual  funds, 
443-444 

Manufactured  housing,  234 

Manufacturer's  suggested  retail  price 
(MSRP),  208 

Margin  account,  465,  501 

Marginal  analysis,  in  decision  mak- 
ing, 13-14 

Marginal  cost,  14 

Marginal  rates,  for  high-income  tax- 
payers, 71n 

Marginal  tax  bracket  (MTB),  57 

Marginal  tax  rate,  14,  57-59,  381 

Marginal  utility,  J3-14 

Margin  buying,  501-504 

Margin  call,  504 

Margin  call  formula,  503 

Margin  rate,  501 

Marketability,  of  common  stocks, 
407 

Marketability  risk,  377 

Market  basket,  8 

Market  making,  461 

Market  order,  470 

Market  price,  396,  401 

Market  risk,  379,  419,  479 

Markets,  dollar-cost  averaging  in, 
384-386 

Market  timing,  383 

Market  value  added,  402n 

Market-volatility  risk,  377,  407 

Marriage  penalty,  80 

Matching  prices,  469-470 

Match  of  retirement  funds,  530-531 

Materially  participate,  in  rental 
income  management,  494 

Maternity  benefits,  321 

Maturity  date,  397,  409 

Maturity  length,  monthly  mortgage 
payments  and,  243-245 

Maximum  capital  gains  funds, 
436-437 

Maximum  taxable  yearly  earnings, 
for  FICA  taxes,  542 

MBA  (master  of  business  administra- 
tion), 47 

Mediation,  226 

Medicaid,  309,  310 

Medical  expense  coverage,  312 

Medical  expenses,  68-69 

Medical  payments  insurance  (cover- 
age B),  of  auto  insurance, 
289-290 

Medical  savings  accounts,  326 

Medicare,  86,  309-310 

Medicare  HMO  option,  309-310 

Medicare  Part  A,  309 

Medicare  Part  B,  309 
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Medicare  PPO,  310 

Millie  arc  supplement  insurance,  314 

Medigap  insurance,  314 

Member  firm,  459 

MFP  i  master  of  financial  planning), 

47 
Minimum-balance  account,  137 
Minimum  payment,  173 
Minor's  account,  140 
Mobile  homes,  234-235 
Moderate  investment  philosophy,  373 
Modified  life  insurance,  344 
Monetary  assets,  33 
Money 

discussions  about,  116-121 

emotions  and,  118-119 

mistakes  made  with,  1  i 

uses  of,  4-5 
Money,  8,  148 
Money  factor,  217 
MoneyGram,  133 
Money  income,  9 
Money  management 

by  couples,  116-117 

software  programs,  1 32 
Money  market  account,  126,  144 

types  of,  144-146 
Money  market  deposit  account 

(MM  DA),  144 
Money  market  fund,  439 
Money  market  mutual  funds 

(MMMF),  144-145,  439 

tax-free,  149 
Money  order,  139 

Monitor  unexpended  balances,  112 
Monthly  installment  payment,  calcu- 
lating, 183-184 
Monthly  mortgage  payments 

amount  borrowed  and,  242-243 

interest  rate  and,  243 

length  of  maturity  and,  243-245 
Month  order,  472 
Moody's  Investors  Service,  Inc.,  bond 

ratings  of,  412,  413,  416 
Moonlighting,  taxes  and,  68 
Morale  hazard,  275 
Mortgage  bonds,  409 
Mortgage  brokers,  241 
Mortgage  funds,  439 
Mortgage  Guaranty  Insurance 

Corporation  (MGIC),  251 
Mortgage  insurance,  251-253 
Mortgage  interest,  tax  breaks  for, 

239 
Mortgage  loan,  240-241 

adjustable-rate,  245-246 

alternative,  246-249 

applying  for,  258-259 

conventional,  245 

due-on-sale  clause  of,  260 


factors  affecting  monthly  payment, 
241-245 

prepayment  fee  of,  26 1 

shopping  for,  256 
Mortgage  lock-in,  258 
Mortgage  refinancing,  243,  261 
MS  (master  Oi  science),  47 
Multiple  indemnit)  clause,  352-353 
Multiple  listing  senile,  256,  259-260 
Multiplc-of-iiiinings  approach,  to  lite 

insurance,  336 
Municipal  bond(s),  413,  475-417 
Municipal  bond  (tax-exempt)  funds, 

439 

Munies,  4 1 5-41  7 
Mutual  fund,  12H,  431 

balanced  funds,  438 

with  balanced  obje<  th 

benefits  of,  440-443 

bond  hinds,  438-439 

Check  writing  on,  440 

children  and,  443 

*  kissitu.ition  of,  436 

common  stock  funds,  436-438 

comparative  performance,  448-451 

comparative  performance  data 
sources  lor,  448-449 

concept  of,  432 

costs  ol.  443-448 

with  current  income  objective,  435 

flexible  pricing  of,  446 

with  growth/income  objective,  436 

load  vs.  no-load,  447-448 

with  long-term  growth  objective, 
435-436 

money  market  fund,  439 

open-end,  447 

purchase  and  sale  of,  441—442 

purchasing,  472-473 

quotations  for,  465-469 

reasons  for  investing  in,  432-435 

recordkeeping  and  reporting,  442 

risk  and,  452 

risk-return  trade-offs  of,  449 

selection  strategies  for,  448-45 1 

selling  guidelines  for,  451-452 

specialty  funds,  439 

stock,  438 

taxes  and,  435 
Mutual  fund  asked  price,  468 
Mutual  fund  bid  price,  468 
Mutual  fund  chartered  counselor 

(MFCC),  48 
Mutual  fund  dividends,  433 
Mutual  fund  family,  442 
Mutual  fund  funds,  439 
Mutual  fund  investment,  dollar-cost 

averaging  for,  385 
Mutual  insurance  companies,  280 
Mutual  savings  bank  (MSB),  128 


Naked  option,  507 

Named-perils  policies,  281 

Name  products,  vs.  generic  products, 
205-206 

NASDAQ,  460-461 

NASDAQ  Composite,  474 

National  Association  of  Personal 
Financial  Advisors,  47 

National  Association  of  Realtors® 
(NAR),  256 

National  Association  of  Securities 

Dealers  (NASD),  460,  461,  463 

National  Automobile  Dealers  Associa- 
tion (NADA),  210 
used  vehicle  prices  and,  222 

National  (  redtt  l  man  sinnc  Insur- 
ance I  mid  t\(  USIF),  128 

National  Highway  Traffic  Safety 

Administration  iNlllSA),  211 

Necessary  insurance,  274 

Need,  207 

Needs  approach,  to  life  insurance, 
336-339 

Negative  amortization,  245 

Negotiable  instrument,  135 

Negotiable  order  of  withdrawal 
(NOW)  account,  136,  137 

Negotiating,  220-221 

in  home-buying  process,  257-258 

Nest  egg,  524 

Net  asset  value  (NAV),  434 

Set  dig  figure,  466 

Net  cost,  of  life  insurance,  360 

Net  gain,  36,  38 

Net  income,  36 

Net  loss,  36,  38 

Net  (after-tax)  profit,  397 

Net  surplus,  114-1 15 

Net  worth,  32,  34 

Net  worth  statement,  32 

Newspaper  quotations,  for  stocks, 
OTC  stocks,  bonds,  and 
mutual  funds,  465-469 

Newsweek,  8 

New  vehicle  buying  service,  210 

New-vehicle  lemon  laws,  226 

New  York  Cocoa  Exchange,  511 

New  York  Coffee  and  Sugar  Exchange, 
511 

New  York  Commodity  Exchange,  511 

New  York  Futures  Exchange,  511 

New  York  Mercantile  Exchange,  511 

New  York  Stock  Exchange  (NYSE), 
460,  469,  508 

New  York  Stock  Exchange  Composite, 
474 

Nikkei  Dow,  474 

No-load  fund,  444 

Nominal  income,  9 

Nonbank  banks,  129 
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Noncancellable  policies,  322 
Noncontributory  retirement  plan,  529 
Noncumulative  preferred  stock,  396 
Non-deductible  IRAs,  537 
Nondeeded  time  sharing,  500 
Nondiversifiable  risk,  379,  479 
Nonforfeiture  values,  354,  355 
Noninstallment  credit,  157,  183 
Non-participating  policies,  350 
Nonprobate  property,  555 
Non-profit  consumer  credit  counsel- 
ing organization,  197 
Nonqualified  deferred-compensation 

plans,  532 
Notary  fees,  255 
Not  insured  status,  of  Social  Security 

eligibility,  543 
N-ratio  method,  194 
Numismatist,  515 


Objectives,  of  financial  planning,  30 

Odd  lots,  463 

Offer  price,  468 

Offer  to  purchase,  257 

Office  of  Management  and  Budget 

(OMB),  11 
Off-line  debit  card,  130 
Older  home  form  (HO-8),  home- 
owner's insurance,  284 
One-card  system,  132 
On-line  debit  card,  130 
Open-ended  credit,  158,  183 
Open-ended  credit  accounts,  163-166 
Open-end  investment  company, 
432-433 

advantages/disadvantages  of,  447 
Open-end  lease,  217 
Open-end  mutual  funds,  advantages/ 

disadvantages  of,  447 
Open  enrollment  period,  307 
Open  order,  472 
Open-perils  policies,  281 
Opportunity  cost,  12-13,  75 
Option(s),  506 

buying  calls,  509-510 

calculating  break-even  prices  for, 
509 

conservative  investors  and, 
507-508 

markets,  508-509 

selling,  510 

speculative  investors  and,  508 

writing,  506 
Option  account,  163 
Optional  insurance,  274 
Optionally  renewable  policies,  322 
Option  holder,  506 
Option  premium,  506,  507 
Options  markets,  508-509 


Option  writer,  506,  507 
Ordinary  income  dividend  distribu- 
tions, 433 
Ordinary  life  insurance,  342 
Organization  phase  of  budgeting, 

99-103 
Organized  stock  exchange,  459-461 
Original  Medicare,  309 
Original  source  records,  43 
Outstanding  checks,  142 
Overdraft  protection  agreements, 

141 
Overindebtedness,  162,  195 
bankruptcy  and,  196-199 
debt  collection  practices  regulation 

and,  196 
management  of,  197 
signs  of,  195-196 
Overspending,  credit  cards  and, 

161-162 
Over-the-counter  (OTC)  market, 

460-461 
Over-the-counter  stocks,  quotations 

of,  465-469 
Over-the-limit  fee,  160 
Overwithholding,  61-62 
Owned  housing,  233-235 

vs.  rental  housing,  235-237 
Owner  (policyholder),  341 
Ownership  rights,  of  checking 

accounts,  137-140 
Owning  investments,  374 
Own-occupation  policy,  325-326 


Pacific  Exchange,  508 

Paper  loss,  402 

Paper  profit,  402,  434 

Partially  deductible  IRA  accounts, 
536-537 

Participating  policies,  350 

Partnership  theory  of  marriage 
rights,  560-561 

Par  value,  402,  409 

Pass,  396 

Passbook  savings  account,  141 

Passive  activities,  83 

Passive  income,  494 

Passive  losses,  494 

Pawnshop,  190 

Pay-as-you-go  shares,  446 

Payee,  135 

Payer,  135 

Payment  caps,  245 

Payout,  of  employer-sponsored  retire- 
ment plans,  533 

Payroll  tax  withholding,  61-62 

Payroll  transfer  plans,  442 

"Pay  themselves  first,"  142 

P/E  figure,  466 


P/E  multiple.  See  Price/earnings  ratio 

(P/E  ratio  or  P/E  multiple) 
Penalties,  on  checking  and  savings 

accounts,  137,  138 
Pension  Benefit  Guarantee  Corpora- 
tion (PBGC),  527 
Pension  Reform  Act  (1974),  526 
P/E  ratio.  See  Price/earnings  ratio  (P/E 

ratio  or  P/E  multiple) 
Performance  loans,  259 
Peril,  272 

Period-certain  annuity,  540 
Periodic  income,  397 
Periodic  rate,  174 
Periodic  statement,  233-134,  171.  See 

also  Credit  statements 
Periodic  tenancy  lease,  232 
Perma-debt,  162 
Permanent  insurance,  339 
Perpetual  sales  load,  446 
Personal  automobile  policy  (PAP),  291 
Personal  earnings  and  benefit  esti- 
mate statement  (PEBES), 
544-545 
Personal  exemption,  61 

subtracting  value  of,  71 
Personal  expenditures,  housing, 

231-268 
Personal  finance,  3 

discussing  with  partner,  119-121 
economic  environment  of,  6-8 
reasons  for  studying,  3-4 
successful  management  of,  18,  19 
work  decisions  and,  20-24 
Personal  financial  planning,  4 
careers  in,  A17-A21 
professional  certifications,  A20 
role  of  professional  in,  A18-A20 
Personal  identification  number 

(PIN),  130 
Personal  injury  protection  (PIP),  290 
Personal  line  of  credit,  166 
Personal  losses,  275 
Personal  property,  determining  insur- 
ance coverage  for,  285-286 
Personal  representative,  556 
Personal  retirement  plans,  535-541 
annuities,  538-541 
individual  retirement  accounts 

(IRAs),  535-538 
Keogh  plans,  538 

simplified  employee  pension  plan- 
individual  retirement  plans, 
538 
Personal  risk  managers,  274 
Philadelphia  Exchange,  508 
Philately,  513-514 
Physical  damage  insurance  (coverage 
D),  of  auto  insurance, 
290-291 
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Physical  hazard,  275 
Pic  kup  tax,  571 

PITI  (principal/interest/taxes/insur- 

ance),  250-25 1 
Plaintiff,  225 
Planned  borrowing,  179-20.*, 

consumer  loan  language,  183-187 

consumer  loan  sources,  187-191 

costs  of,  191 

credit  usage,  180 

debt  limits  for  dual-earner  house- 
holds, 183 

establishing  debt  limit,  180-183 

finance  charges  and  annual  per- 
centage rates,  191-195 

overindebtedness  and,  195-199 
Planned  buying  process 

comparison  shopping,  214-220 

decision  to  buy,  221-224 

evaluating  a  buying  decision, 
224-226 

fitting  the  budget,  210-214 

negotiating,  220-221 

preshopping  research,  207-210 

prioritizing  wants,  207 
Platinum.  Sec  Precious  metals 
Point-of-sale  (POS)  terminal,  131 
Point-of -service  plan  (POS),  308 
Points,  253 
Policyholder,  341 
Policy  illustration,  353-354 
PoUcy  limits,  276,  319 
Policy  loans,  355 
Political  risk,  377 
Portability,  of  defined-contribution 

plans,  529 
Portfolio,  373,  433 

advanced  management  of, 
490-495 

asset  allocation,  388-389 

beta  for  estimating  risk,  380 

business-cycle  timing  approach 
and, 383-384 

classification  of  mutual  funds 
according  to,  436-439 

computer  software  for  managing, 
471 

diversification  and,  387 

dollar-cost  averaging  and,  384-386, 
387 

management  strategies  for  long- 
term  investors,  383-389 

mutual  funds  and,  433 
Portfolio  diversification,  387 
Posting  date,  173 
Postnuptial  agreement,  118 
Postponing  income,  84 
Potential  rate  of  return,  480-481 
Potential  return,  480 
Preapproved  credit  applicants,  171 


Preauthorized  deposits  and  payments, 

131 
Precious  metals,  speculation  in, 

512-513 
Precious  metals  and  gold  lands,  439 
Preemptive  rights,  402-403,  505/j 
Preexisting  conditions,  321 
Preferred  provider  organization 

(PPO),  307-308 
Preferred  stock,  396 

callable  feature  of,  410-411 
convertibility  privilege  and,  41 1 

Premium,  275,  $59,  J60,  4I<> 

Premium  com  vision,  75 

Premium  quote  service,  359 

Prenuptial  agreement,  IIH 

Prepayment  He,  261 
Prepayment  penalty,  185 
calculating,  186-187 

I'usi  rcen  process,  171 
Present  value.  16,  18 

tables,  A6-A7,  A10-A1 1 
Preservation  of  capital.  448 

Pic  shopping  research,  207-210 
Prestige  card.  / 64- 165 
Pretax  dollars,  21,  75,  525 
Pretax  set-aside  account,  21,  76 
Price(s),  obtaining  Information  about, 

208 
Price  appreciation,  402,  407,  491 
Price/earnings  ratio  (I'/l  ratio  or  P/E 

multiple),  399-400 
Price-level-adjusted  mortgage,  246 
Price  to-book  (P-li)  ratio,  401-402 
Price-to-sales  ratio  (PSR),  401 
Primary  market,  458-459 
Print  ipal,  241,  397,  438 
balanced  funds  and,  438 
bonds  and,  397 
I'rinc  iple  of  indemnity,  276 
Prioritizing  wants,  207 
Privacy,  credit  cards  and,  162-163 
Private  insurance  companies,  health 

insurance  of,  307 
Private  mortgage  insurance  (PM1), 

251-252 
Probate,  555 
Probate  estate,  555 
Probate  property,  555 
Professional  certifications,  A20 
Professional  financial  planning, 

45-48 
background  checks  and,  48 
designations,  credentials,  and, 

47-48 
Professional  liability  insurance, 

296-297 
Profile  prospectus,  477 
Profit,  397 
Profit-sharing  plans,  533 


Progressive  tax,  56 
Projected  rate  of  return  on  invest- 
ment, comparing  with  esti- 
mated required  rate  ot  return, 
481-482 
Projections 

financial  planning  and,  31-32 
of  inflation,  1  1 
information  sources  for,  8 

Property  insurance,  280 

collecting  on,  298-299 

saving  money  on,  296 
Propert)  report,  500 
Prospectus,  434-435,  477 

ol  mutual  funds,  451 
Provider  sponsored  network  (PSN), 

308 
/'mm  i.  404 
Prox)  hat  tie,  404 
Public  administrator.  559 
Public  conservator,  559 
Punitive  interest  rates.  160 
Purchase  contract,  258 

Purchase  loan,  183 

Purchase  loan  installment  contracts, 

1MS-187 
Pun  base  offer,  257 
Purchase  warrant,  41 1 
Pun  basing  power,  9 
Pure  risk,  271 
Put  option,  506 


Qualification,  for  Social  Security  bene- 
fits, 543-544 

Qualified  domestic -relations  order 
(QDRO),  535 

Qualified  retirement  account,  67 

Qualified  retirement  plans,  525 

Qualifying  prospective  buyers, 
260 

Quarters  of  coverage,  543 

Quasi-banks,  129 

Quickie  tax  divorces,  80 

Quinn,  Jane  Bryant,  13 

Quitclaim  deed,  254 

Quotation  board,  463 

Quotations,  stock,  bond,  mutual 
fund,  465-469 

Random  risk,  377-378 

Rapid  refund  services,  190 

Rare  coins,  speculation  and,  514 

Rate  of  return,  371 

factors  affecting,  375-383 

Ratio(s).  See  Financial  ratios 

Ratio  of  debt-to-equity  method, 
181-182 

Raw  land,  499-500 

Readjustment-period  needs,  life  insur- 
ance and,  334 
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Real  estate,  490 

direct  and  indirect  ownership 
investments  in,  496-501 
income-producing,  498-499 
investment  advantages  of, 

491-494 
investment  disadvantages  of, 

494-495 
price  determination  method  for, 

495-496 
residential,  490 
selling  guidelines  for,  497 
time-sharing,  500 
Real  estate  broker  (agent),  256, 

259-260 
Real  estate  investment,  as  tax  deduc- 
tion, 83 
Real  estate  investment  trust  (REIT), 

501 
Real  estate  property  taxes,  252 
Real  Estate  Settlement  Procedures  Act, 

255 
Real  estate  syndicate,  501 
Real  estate  taxes,  tax  breaks  for,  239 
Real  estate  transfer  taxes,  261-262 
Real  income,  9 
Real  rate  of  return,  479 
Realtor®,  256 

Reasonableness  tests,  85-86 
Rebates,  165,  214 

vs.  low-interest-rate  dealer  financ- 
ing, 219 
Recession,  7 
Reconciliation  of  checking  account, 

142 
Reconciling  budget  estimates,  106 
Recording  fees,  254 
Recordkeeping,  43-45,  99-101.  See 

also  Tax  records 
Recovery  phase,  7 
Redeem,  468 
Redeemed  bonds,  150 
Redemption  fee,  445 
Redress,  224-226 
Reduction-option  loan,  246 
Refinance,  197 

decision  process  for  refinancing 
mortgage,  261 
Refunds,  of  federal  income  taxes,  60 
Regional  stock  exchanges,  460 
Registered  bonds,  4^0 
Registered  investment  adviser  (RIA), 

48 
Registered  representative,  459 
Regressive  tax,  56 
Regular  checking  account,  135 
Regular  income  plan,  198 
Regulation 

of  retirement  distributions,  533 
Of  securities  markets,  461-462 


Regulation  E,  of  Federal  Reserve 

Board,  132 
Reissue  rate,  254 
Relatives,  as  loan  source,  191 
Release,  299 

Remainder  beneficiaries,  562 
Remarriage,  financial  issues  in,  118 
Rent,  232,  370 
Rental  cars,  213 

insurance  and,  291 
Rental  housing,  232-233 

vs.  owned  housing,  235-237 
Rental  income  tax  regulations,  494 
Rental  reimbursement  coverage,  291 
Renter's  contents  broad  form  (HO-4), 

homeowner's  insurance,  283 
Rent-to-own  program,  190 
Repairs,  491 

automobile,  216 
Replace-cost-requirement  formula, 

284 
Replacement-cost  requirement,  284 
Repossession,  184,  196 
Research  reports,  as  investment  infor- 
mation sources,  478 
Reservations,  158 
Residential  lot,  499-500 
Residential  units,  496 
Residual  clause,  326 
Residual  value,  217 
Restrictive  endorsement,  136 
Retail,  208 

Retained  earnings,  397 
Retirement,  6 

Retirement  account,  IRS-qualified  tax- 
sheltered,  440-441 
Retirement  planning,  522-553 
annuities,  538-541 
changes  affecting,  523 
disability  and  survivor's  benefits, 

533-534 
divorce  and,  535 
dollars  to  save  for  retirement, 

545-548 
early  withdrawal  of  money  and, 

539 
employer-sponsored  plans,  22-23, 

531-533 
employer-sponsored  qualified 

plans,  526-531 
federal  guidelines  for  investment 

choices  in,  530 
how  long  retirement  money  will 

last,  534 
IRA  accounts,  535-538 
Keogh  plans,  538 
payout  methods  for  plans,  533 
personal  plans,  535-541 
retirement  expenses  and  income 
sources,  523-525 


rollover  penalties  and,  537 

simplified  employee  pension  plan- 
individual  retirement  plan, 
538 

Social  Security,  542-545 

taxes  and,  541 

tax-sheltered  plans,  525-526 

using  annuities  in,  540-541 
Retirement  plans.  See  also  Flexible 
spending  accounts  (FSA); 
Retirement  planning 
Retirement  saving,  13 
Return,  370-371 

taxable  vs.  tax-sheltered,  15 

tax-sheltered,  77-80 
Return  on  investments,  estimating 

and  calculating,  479-482 
Revenue  bonds,  415-416 
Revenues,  397 
Reverse  mortgage,  248-249 
Reverse  stock  split,  404 
Revocable  liring  trust,  563-564 
Revolving  charge  account,  163 

at  financial  institutions, 
163-165 

at  retail  stores,  163 
Revolving  savings  fund,  108-109 
Riders,  350 

Rights,  trading  in,  505« 
Right-to-use  purchase,  500 
Rising  market,  dollar-cost  averaging 

in, 385-386 
Risk,  271,  371-372,  407.  See  also 
Investment  risk 

bond  investing  and,  417-419 

statistical  measures  of,  452 
Risk-averse  people,  271 
Risk  avoidance,  273 
Risk  management,  271-274 
Risk-neutral  people,  271 
Risk  pyramid,  376 
Risk  reduction,  274 
Risk  retention,  273 
Risk  scoring,  169,  170 
Risk  takers,  271 
Risk  transfer,  273-274 
Rollover,  of  retirement  money,  537 
Rollover  IRA,  535 
Rollover  mortgage,  247 
Roth  IRA,  78,  239,  537-538 
Round  lots,  463 
Rule  of  78s  method,  186 
Rules  of  thumb,  for  estimate  of  maxi- 
mum affordability  of  housing 
expenses,  238 


Safe-deposit  boxes,  45 

wills  and,  557 
Safety,  126 
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Salary.  See  also  Income 

living  costs  and,  20-21 
Salary-reduction  plans,  78,  529-5.31 
Sales  charge,  444 
Sales  commissions,  life  insurance  and, 

346 
Sales  contract,  258 
Sales  credit,  183 
Sales  finance  company,  189 
Sales  representative,  459 
Saving,  process  of,  141-14? 
Savings,  4,  4-5,  740 

inflation  and,  11 

revolving  savings  fund  and, 
108-109 
Savings  account,  140 

costs  and  penalties  on,  138 

interest,  143 

types  of,  140-142 
Savings  and  loan  associations 

(S&Ls),  128 
Savings  Association  Insurance  I  una" 

(SA1F),  128 
Savings  bonds,  148-149 
Savings  Incentive  Match  Plan  for 
I  mployees  (SIMPLE),  529 
Savings  trust,  149 
Scheduled  floater  policies,  295 
Schedule  of  items,  36 
Secondary  market,  412,  458,  459 
Second  homes,  as  real  estate  invest- 
ment, 496-498 
Second  mortgages,  248,  249 
Set  tor  fund,  437 
Secured  bond,  409-410 
Secured  credit  card,  164 
Secured  loan,  184 
Securities,  373,  395 

buying  and  selling,  457-488 

flow  of  in  secondary  markets,  459 

investment  information  sources, 
473-478 

limit  order  and,  470 

market  order  and,  470 

matching  or  negotiating  prices, 
469-470 

ownership  of,  464 

potential  returns  on  investments, 
479-482 

stop  order  and,  471 

taxes  and  investment  profits/losses, 
483 

time  limits  on  orders  for,  472 

trading  process  for,  469 

12-step  investment  process  for, 
482-484 
Securities  Act  (1933),  461 
Securities  and  Exchange  Commission 
(SEC),  461-462 

mutual  funds  and,  452 


Securities  market  indexes,  473-474 
Securities  markets,  459 

organized  stock  exchanges, 
459-461 

primary,  458-459 

regulation  of,  461-462 

secondary,  459 

speculation  in,  501-512 
Security  deposit,  232,  233 
Security  interest,  184 

Securit)  Investors  Protection  Corpora- 
tion (SII'C),  462 

Self-direc  ted  retirement  plan,  529 

Self-employment,  deductions  tor 
medical  expense  premiums 
and, 326 

Self-regulator)  organization  (SRO), 

461 

Seller  financ  big,  248 
and  home  selling,  262 

Setter's  cost,  208 

Setting  agent,  260 

Selling  costs  oi  Investments,  381-382 

Selling  guidelines  for  investments. 
389 

Selling  short,  504-505 

Sell  order,  tor  securities,  470 

Senior  debenture,  410 

Separable  property,  561 

SEP-IRA  plan,  538 

SEP  plan,  538 

Serial  bonds,  409 

Series  EE  savings  bonds,  83,  148, 
149-150,  413 

Series  HH  savings  bonds,  150,  413 

Service  contracts,  215 

Service  credit,  166 

Settlement  options,  353 

Settlor,  562 

Seven-year  vesting,  526 

Severity  and  frequency  of  loss  rela- 
tionship, 273 

Shared-appreciation  mortgage,  247 

Share  draft  account,  136 

Shareholder,  395 

Shareholder's  equity,  401 

Short-term  capital  gain  (loss),  65 

Short-term  goals,  97-99 

Short-term  investments,  374,  375 

Short-term  liability,  33-34 

Sideline  business,  68 

Signature  capture,  174 

Signature  card,  137 

Signature  loans,  185 

Silver.  See  Precious  metals 

Simple  interest,  17 

Simple-interest  formula,  192 

Simple-interest  method,  192 
for  installment  loans,  193-194 
for  single-payment  loans,  192 


SIMPLE  plan,  78,  529,  538 
Simplified  employee  pension  plan- 

individual  retirement  plan 

(SEP-IRA  or  SEP  plan).  538. 

See  also  SIMP! .!■  plan 
Single-family  dwelling,  234 
Single-payment  loans,  calculating  APR 

for,  192-193 
Single-premium  annuity,  539-540 
Single-premium  life  insurance  policy, 

343 
Sinking  fund.  410 
Small  cap  fund,  437 
Small  claims  court,  225 
Small  company  fund,  437 
Small  loan  company,  188 
Small  loan  laws,  160 
Smart  card,  131 

smart  Money,  8 

Social  Security,  524.  Sec  also  Social 
Security  retirement  benefits 
and  benefits  from  defined-beneni 

plans,  527 
disability  benefits,  A13-A14 
survivor's  benefits,  A15 
Social  Security  Administration  (SSA), 

543,  A I  ! 
Social  Security  blackout  period,  335 
Social  Security  disability  income 

insurance,  323 
Social  Security  retirement  benefits, 
542-545 
calculation  of,  544-545 
contributions  to,  542 
divorce  and,  535 
eligibility  for,  542-543 
estimating,  A 13,  A14 
length-of-work  requirements  for, 

545 
qualification  for,  543 
supplemental  security  income,  545 
Social  Security  rider,  326-627 
Social  Security  survivor's  benefits, 

335 
Social  Security  tax,  86 
Sources.  See  Information  sources 
Special  checking  accounts,  135 
Special  endorsement,  136 
Special  form  (HO-3),  homeowner's 

insurance,  281-283 
Specialist,  469 
Specialized  mutual  fund  investment 

publications,  449 
Specialty  funds,  439 
Special  warranty  deed,  254 
Speculation 

advantages  and  disadvantages  of, 

510 
collectibles  and,  513-515 
margin  buying  and,  501-504 
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Speculation,  (continual) 
options  and,  506-510 
precious  metals  and,  512-513 
in  securities  markets,  501-512 
selling  short  and,  504-505 
with  tangible  investments, 
512-515 

Speculative  investments,  490 
selling  guidelines  for,  514 

Speculative  risk,  271,  376 

Speculative  stock,  406 

Spending 
efficient,  5 
personal  styles  of,  117 

Split-definition  policies,  326 

Split  gifts,  566-567 

Spousal  account,  536 

Spousal  benefits,  and  retirement 
plans,  534 

Spousal  IRAs,  78 

Spread,  461 

Springing  durable  power  of  attorney, 
559 

Stamps,  speculation  and,  513-514 

Standard  &  Poor's  500,  474 

Standard  &  Poor's  Corporation,  bond 
ratings  of,  412,  413,  416 

Standard  deduction,  67 

Standard  deviation.  452 

Standardized  expense  table,  446 

Standard  of  living,  4 

Startup  capital,  395 

State  death  taxes,  571-572 

Stated  interest  rate,  409 

Statement  date,  171 

Statement  savings  account,  141 

State  taxes,  86 

Sticker  price,  208 

Stock(s),  395,  397-408,  433 
common,  395-396,  404-408 
corporations  and,  397-399 
flow  of  in  primary  markets,  458 
fundamental  analysis  of,  405 
mutual  funds  and,  433 
perks,  395 
preferred,  396 
quotations  for,  465-469 
selling,  408 

Stm  kbroker,  459 

Stock  brokerage  firm,  J28-129 

Stock  dividends,  403 

Stockholder,  395 

Stock  insurance  companies,  279 

Stock  investment 

dollar-cost  averaging  for,  385 
language  of,  399-404 

Stock  market.  459 

Stock  mutual  fund.  438 

Stock  options,  506 

Stock  report,  478 


Stocks  column,  465 
Stock-screening  computer  program, 

478 
Stock  split,  403-404 
Stomach  and  sleep  quotient  (SSQ), 

372 
Stop-loss  order,  471 
Stop  order,  471 
Stop-payment  order,  135 
Stored-value  card,  131 
Straight  bankruptcy,  199 
Straight-life  (pure)  annuity,  540 
Straight  life  insurance,  342 
Street  name,  462,  505m 
Striking  price,  506 
Student  loan  debt,  198 
Subleasing,  233 
Subordinate  budget,  113 
Subordinated  bonds,  410 
Subpoena,  225 
Subrogation  rights,  290 
Suicide  clause,  350 
Sum  of  the  digits  method,  186 
Super  NOW  accounts,  144 
Supplemental  health  insurance 

plans,  317-318 
Supplemental  security  income  (SSI) 

program,  545 
Surgical  coverage,  312 
Surgical-serxice-incurred  (fee-for- 

senice)  insurance  plan,  312 
Surrender  charge,  346 
Survey,  254 
Survivor's  benefits,  533-534 

Social  Security,  A15 
Sunivorship  insurance  policy,  572 
Survivorship  joint  life  policy,  350 
Sweat  equity  property,  496 
Sweeps,  146 
Switching  privilege,  442 
Systematic  risk,  379,  479 
Systematic  withdrawal  plans, 

442-443 


Tangible  assets,  33 

Tangible  investments,  speculation 

and,  512-515 
Taxable  estate,  568-569 
Taxable  gift,  566 
Taxable  income,  55,  75,  381 
Taxable  yields,  81 
Ta  \  audit,  85-86 
Tax  avoidance,  74-75 
Tax  breaks,  for  mortgage  interest  and 

real  estate  taxes,  239 
Tax  credits,  60,  73-74 
Tax-deductible  benefits,  22 
Tax-deductible  IRA  accounts,  536 
Tax-deductible  retirement  plan,  13 


Tax  deductions.  See  Deductions 

Tax-deferred  investment,  23 

Tax-equivalent  yields,  423 

Taxes,  55-56 

capital  gains  and  losses,  423 
capital  gains  on  real  estate,  491 
and  college  savings  funds,  567 
estate  planning  and,  564-572 
federal,  state,  and  local,  86 
filing  of,  60 
income,  56,  61-62 
investment  profits  and  losses  and, 

483 
investment  returns  and,  380-381 
IRA  accounts  and  deductions, 

536-538 
life  insurance  and,  344,  569 
marginal  tax  rate  and,  57-59 
mutual  funds  and,  435 
owned  housing  and,  237 
planning  strategies  for,  74-85 
principles  of  reducing,  78 
progressive,  56 

real  estate  investments  and,  492 
recordkeeping  and,  44 
regressive,  56 
rental  income  and,  494 
retirement  funds  and,  541 

Tax  evasion,  74 

Tax-exempt  bonds,  416 

Tax-exempt  income,  15 

Tax-exempt  investment,  79-80 

Tax-exempt  yields,  81 

Tax  forms,  62-63 

Tax-free  bonds,  416 

Tax-free  exchange,  493 

Tax-free  investment,  381 

Tax-free  money  market  mutual  funds, 
149 

Tax  guides,  63n 

Tax  liability,  61,  72-73 

Tax  losses,  83 

"Taxpayer  Bill  of  Rights,"  85 

Tax  rate,  of  children,  80-82 

Tax-rate  schedules,  57,  58 

Tax  records,  keeping,  87 

Tax  shelter,  77 

Tax-sheltered  annuities  (TSAs),  538 

Tax-sheltered  fringe  benefits,  21 

Tax-sheltered  investment.  381 

Tax-sheltered  retirement  plans,  20, 
23-24.  525-526 
early  fund  withdrawal  and,  539 
maximizing  benefits  from,  24 
value  of,  23 

Tax-sheltered  returns,  15,  77-80 

Tax  swap,  83-84 

Tax  tables,  57,  58 

T-bills,  414 

Teaser  rate,  165,  245 
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Tenancy  by  the  entirety,  140,  561 

Tenancy  for  a  specific  time  lease,  232 

Tenancy  in  common,  139 

Tenant  rights,  233 

10-K  report,  477 

Term  life  insurance,  160,  339-341, 
359 

Testamentary  trusts,  563,  564 

Testator,  556 

Three-year  rule,  of  IRS,  572 

Tiered  interest  rate,  137 

Tiered  pricing,  170 

Time  deposits,  740-141 

Time  factor,  in  buying  guidelines,  205 

Time  magazine,  8 

Time  period  limits,  of  health  care 
plans,  319 

Time-period  totals,  calculating, 
109-110 

Time  sharing,  500 

Time  value  of  annuity  (series  of  equal 
amounts),  financial  calculator 
and,  A27-A29 

Time  value  of  money,  16 

Time  value  of  single  amount,  finan- 
cial calculator  and,  A25-A27 

Title,  253 

Title  insurance,  253-254 

Title  search,  254 

Total  income,  64 

Total  return,  402 

Towing  coverage,  291 

Trade  association,  475 

Trade-ins,  210 

Trade  magazines,  automobile 
purchases  and,  208 

Trading 

in  futures  contracts,  511-512 
of  securities,  469 

Trailing  earnings,  399 

Trailing  P/E,  466 

Transaction  account,  134.  See  also 
Checking  accounts 

Transaction  date,  171-173 

Transaction  fee,  160 

Transfer  payments,  60 

Transfers  by  contact,  561-562 

Transfers  by  operation  of  law,  561 

Transfer  taxes,  protecting  estate  from, 
564-572 

Transitionally  insured  status,  of  Social 
Security  eligibility,  543 

Travel  and  entertainment  (T&E) 
accounts,  165-166 

Traveler's  checks,  139 

Treasury  bills  (T-bills),  149,  414 

Treasury  bonds,  415 

Treasury  Direct  account,  415 

Treasury  inflation  protection  securi- 
ties (TIPS),  418 


Treasury  notes,  414 
Treasury  securities,  413-415 
Treasury  security  issues,  149 
Trust,  82-83,  140,  562-564 

charitable  remainder,  563 

irrevocable  life  insurance,  572 

living,  563-564 

terms  in,  562 

testamentary,  564 
Trustee,  140,  562 
Trustee  account,  140 
Trustee-to-trustee  rollover,  537 
Trust  estate,  562 
Trust  fund,  562 
Trustor,  562 
Truth  in  Lending  Act  (TIL),  159,  161, 

191 
Truth  in  Savings  Act  (1991),  14  <, 
12b-l  fee,  445-446 
12-step  investment  process,  482-484 
Twenty-pay  life  policies,  343 
20  percent  withholding  rule,  pension 

plans  and,  537 
Two-for-one  stock  split.  403 
Two-step  mortgage,  246 


Umbrella  liability  insurance, 

297-298 
Uncertain  return,  common  stoiks 

and,  407 
Underinsured  motorist  insurance, 

290 
Underwriting,  279 
Underwriting  profits,  352 
Unearned  income,  60 
Unemployment,  in  depression,  7 
Unemployment  credit  insurance,  161 
Unfair  discrimination 
credit  and,  167 

mortgage  lending  and,  258-259 
Unfunded  pension  plan,  527 
Unified  federal  gift  and  estate  tax 

rate  schedule,  565 
reduction  of,  565-568 
Unified  gift  and  estate  tax  credit, 

568 
Uniform  Gifts  to  Minors  Act,  443,  567 

custodial  account,  149 
Uniform  settlement  statement,  259 
Uniform  Transfers  to  Minors  Act,  567 

account,  149 
Uninsured  and  underinsured  motorist 

insurance  (coverage  C),  of 

auto  insurance,  290 
Uninsured  motorist  insurance,  290 
U.S.  government  securities,  413-415 
U.S.  government  savings  bonds, 

148-149 
U.S.  News  and  World  Report,  8 


U.S.  Postal  Service,  133 
U.S.  trustee,  199 
Universal  life  II,  348 
Universal  life  insurance,  348 

Unlimited  gift  tax  marital  deduc- 
tion, 567-568 
Unrealized  capitals  gains,  434 
Unscheduled  floater  policies,  295 
Unsecured  bond,  409-410 
Unsecured  loan,  185 
Unsystemtitii  risk,  377-378 
"Upside-down, "  on  a  lease,  218 
Use  assets,  33 
Used  automobiles,  222-223 
Usual,  customary,  and  reasonable 

liter)  charge,  312 
Usury  laws,  160 
t  tilitv,  13 


Vacation  homes,  as  real  estate  invest- 
ment, 496-498 

Value  fund,  437 

Values,  29,  95 

Value  stocks,  406-407 

Value  tables,  present  and  future, 
A2-A1 1 

VA  mortgage  insurance,  252-253 

Vanishing  premium  life  insurance, 
343 

Variable  expenses,  36 

Variable  interest  rates,  165 

Variable  life  insurance,  348 

Variable-rate  certificates  of  deposit, 
147 

Variable-rate  loan,  185 

Variable-rate  mortgage,  245 

Variable-universal  life  insurance, 
348 

Variable  value,  419 

Variance  analysis,  114 

Vesting,  526 

Veterans  Administration  (VA), 
252-253 
medical  centers,  309 

Viatical  companies,  355 

Vision  care  insurance,  313 

Vol  100s  figure,  466 

Voluntary  repossession,  186 

Voting  rights,  of  stockholders,  404 


Wage  earner  plan,  198 

Wages.  See  Income 

Waiting  period,  in  disability  income 

insurance,  324-325 
Waiver  of  premium,  356 
Walkaway  lease,  217 
Wall  Street  Journal,  465 
Want,  207 
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Warranties,  214-215 
Warrants,  411 

Warranty  deed,  253 
Warranty  of  fitness,  214 
Warranty  of  merchantability,  214 
Wealth,  4 

accumulating,  6 
Web  sites 

ANYPIA  program  of  Social  Security 
Administration,  544n 

Bureau  of  Public  Debt,  415 

Garman/Forgue,  27,  218 

for  investment  information,  477 

for  new  vehicle  buying  services, 
210 

for  Pension  Benefit  Guarantee  Cor- 
poration, 527 

for  tax  calculations,  63 


Week  order,  472 

Well-known  growth  stocks,  405 

Western  Union,  133 
WJwle  life  insurance,  342 
Will,  555-556 

codicils  of,  557-558 

executor  of  estate  and,  557 

legal  terms  in,  556 

letter  of  last  instructions  and,  558 

provisions  of,  558 

types  of,  556-557 
Wire  transfers,  133 
Withdrawal  plans,  442-443 
Withdrawals  from  tax-sheltered  retire- 
ment plan,  525-526 
Withholding  taxes,  60 
Workers'  compensation  insurance, 
317 


Worth,  8 

Wrap  account,  464n 


Yield,  371 

taxable  and  tax-exempt,  81 
Yield  of  a  mutual  bond,  447 
Yield  to  maturity  (YTM),  421-422 
Yield  to  maturity  (YTM)  formula, 

421 
Yld%  column,  465 
Your  Income  Tax  (Lasser),  63n 


Zero-coupon  bonds,  416 
Zero-coupon  college  bonds,  416 
Zeros,  416 
Zero-sum  game,  490 
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